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Editor’s Notes
A sailboat means summer fun to most 
of us. In summer even desk-bound 
accountants can remember a nearly 
forgotten childhood love for ponds and 
lakes and the rush of the sea. We step in 
awkwardly, shivering a little at first, and 
then watch with delight as water trickles 
through our fingers and splashes around 
our knees. Or we go fishing to renew our 
atavistic bond with water, or cruise to 
exotic places.
Waterways and ships have long ex­
cited the dreamers of this world. Oceans 
and harbors mean adventure and a safe 
return — and new faces from strange 
shores.
Tidal waters and rivers and even 
streams in a pacific inlet can be a 
channel of movement where no 
roadway could exist, and along with the 
waterborne travelers move their culture 
and their ideas. One year ago the July 
issue of The Woman CPA celebrated 
John Donne’s famous philosophy that 
no man is an island. Significantly, the 
summer of 1978 spans the time between 
gatherings of accounting organizations 
at two of the world’s great harbors. The 
May conference at Norfolk was for 
women accountants exclusively but the 
golden gate of San Francisco opened in 
June to the National Association of 
Accountants and the Association of 
Government Accountants, and will be 
the site of the October annual conven­
tion of the American Institute of Cer­
tified Public Accountants and of our 
publishers, AWSCPA/ASWA. We 
may infer some symbolic meaning in the 
convening of accountants at harbors 
famous for the juxtaposition of foreign 
ideas.
In yet another port of classic fame, 
accounting achieved its first identity as a 
professional skill. Luca Pacioli, a Vene­
tian and cultural cousin of Marco Polo 
who brought Oriental treasures to the 
shopkeepers of Venice some two hun­
dred years earlier, compiled the 
bookkeeping practices of his day into 
his famous Summa Arithmetica. 
Had not the Adriatic invited mer­
chant shipping there would have 
been no ventures from the port of 
Venice, and no venture accounting.
One hundred and thirteen years later 
and an ocean and a continent removed, 
another group of venturers, this time 
from England, found entry to the new 
world at the estuary of a river and a bay. 
The goal of the English sailors was not so 
much trade as discovery and coloniza­
tion for the crown so we know that area 
today by names of great English 
families: Chesapeake, Norfolk, and 
King James I for whom the first con­
tinuous settlement in this country was 
named.
The mix of cultures has never been 
better displayed than in the name 
Hampton Roads. For an inland resident 
the word roads brings to mind dusty 
highways, either concrete throughways 
or the older back roads of macadam or 
hard-packed dirt. Hampton Roads, 
paradoxically, is wet and many fathoms 
deep. Early English mariners saw there 
the deep channel where three rivers 
came together to form a roadstead, or 
place of safe anchorage offshore. In 
time, roadstead became shortened to 
Hampton Roads, which floats a very 
mixed fleet of cruisers, battleships, 
merchant vessels and pleasure boats 
thrusting smokestacks and loading 
cranes and masts against the Norfolk 
skyline.
It is a mooring of fortunes in the mak­
ing, and investments rusting away as 
newer, more efficient craft supplant the 
older. Docked there in idleness is a giant 
luxury liner, the S.S. United States, 
built in 1952 at a cost of $77 million with 
a welded steel hull and an interior 
almost entirely of aluminum. Only the 
chopping block in her galley and the 
grand piano in the salon are made of 
wood. She is impregnable to barnacles 
and invulnerable to fire, but her 
operating costs are prohibitive and since 
construction was subsidized by federal 
funds she must have an American 
registry and carry an American crew. 
Sleeker, faster cruise ships have put her 
out of business so she is for sale for $5 
million — a bargain, but renovation 
costs are incalculable. For all her built- 
in durability she has been riddled by the 
one erosion that was not foreseen: ob­
solescence. Perhaps she should be 
rechristened Historic Cost.
Hampton Roads displays sombre 
evidence of the commingling of govern­
ment and business. Gunmetal grey ships 
of the U.S. Navy occupy many of the 
docking facilities and in the event of a 
national emergency would preempt 
every space. Meanwhile, they bring to 
mind the always-present influence of 
government. At this writing the Finan­
cial Accounting Standards Board is 
peaceably moored beside the Securities 
and Exchange Commission, but if the 
SEC decided to claim its regulatory 
privilege in a controversial matter like 
accounting for oil and gas exploration it 
is probable that the good ship FASB 
would have to sail away out of the 
mainstream into some unimportant 
backwater bay.
In San Francisco accountants will see 
Japanese and Chinese signs along the 
waterfront that looks out to the Orient, 
observe the architecture of a bold and 
visionary people who have lived with 
hills and earthquakes, and while 
watching the skies full of Lockheed air­
craft visiting accountants can con­
template how to determine the 
materiality of bribes. Great port cities 
are full of conflicting cultures and codes 
and through that same disquieting at­
mosphere they become appropriate 
places for the evolvement of newer, 
better ideas.
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The Impact On 
Professional Ethics Of 
Theoretical Difficulties 
In Periodic Income 
Measurement
The following article is adapted from a talk 
presented on May 18, 1978, at the ASWA 
Spring Conference in Norfolk, Virginia.
Rule 203 of the Code of Professional 
Ethics of the American Institute of Cer­
tified Public Accountants generally re­
quires an independent auditor to 
withhold an unqualified opinion from 
financial statements which contain a 
material departure from an 
“authoritative” pronouncement. This 
rule was a result of the profession’s long­
standing desire to reduce accounting 
diversity and to enforce the opinions of 
the Accounting Principles Board and 
the Financial Accounting Standards 
Board. The objective was the attainment 
of greater comparability which was 
assumed to be the equivalent of a logical 
corollary of uniformity. Rule 203, 
however, is an intellectually unenforci­
ble rule as it is presently stated with 
some potentially serious consequences 
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on both accounting theory as well as 
professional ethics. To understand the 
antecedents of this conclusion a brief 
sketch of some recent history will be 
needed.
Evasive Logic and Pervasive Rules
With the passage of the securities laws 
in the early 1930’s came a contem­
poraneous challenge to the profession of 
public accountancy to make explicit the 
order which was asserted to underlie the 
financial accounting process. The 
profession has been actively engaged in 
an attempt to meet that challenge ever 
since. It has turned out to be substantial­
ly more difficult a problem than was im­
agined. For accounting theory has been 
beset with pervasive frustration and out­
right failure in its continuing efforts to 
intellectualize the financial accounting 
process. The evidence suggests that a 
defensible set of appellate standards for 
accounting practices remains non­
existent in spite of repeated studies by 
instruments of the American Institute of 
Certified Public Accountants and the 
American Accounting Association to 
identify the applicable fundamentals 
and the connecting logic between them 
and transactional analysis.1
On the other hand, the machinery for 
institutionalizing accounting uniformi­
ty has been developed until it is now a 
process which occupies a place of 
prominence in the financial community. 
The Committee on Accounting 
Procedures, The Accounting Principles 
Board, and the Financial Accounting 
Standards Board have together issued 
almost one-hundred “authoritative 
statements” on what is deemed to be 
preferable accounting treatment. 
Moreover, there is a clearly discernable 
trend toward an increasing reliance on 
such pronouncements as the singular 
recognizable source of acceptable 
accounting treatment.
In 1964, the Council of the Institute 
adopted a resolution which required the 
specific disclosure of any material 
departure from an in-force pronounce­
ment. Then, in 1973, Rule 203 of the 
Code of Professional Ethics became 
effective and bestowed what is the 
current authoritative character of such 
pronouncements. In general, Rule 203 
tends to require the independent auditor 
to withhold an unqualified opinion 
from statements which contain a 
material departure from prescriptions 
contained in in-force pronouncements.2 
In essence, the profession has embraced 
as a matter of its professional integrity a 
rule which requires the imposition of 
accounting uniformity, and this has 
been done in the absence of intellectual­
ly appealing measurement concepts un­
der which the uniform rules are osten­
sibly subsumed. Surprisingly, this 
development is characterized in some 
quarters as an indication of significant 
progress in the development of external 
reporting.
It should be understood that there is a 
difference between the establishment of 
accounting standards, meaning uniform 
practices, and the submission of those 
uniform practices to standards of in­
tellectual warrant. An adequate defense 
of accounting policies would appear to 
require the conjunction of these two 
events. Uniform measurement rules 
must accede to intelligible measurement 
concepts. In addition, any claimed 
progress in the qualitative improvement 
of public reporting must be evaluated in 
the light of a specification of the 
problem against which progress is 
asserted to have been made. The fact 
that uniform accounting practices have 
been established in advance of their 
demonstrable association with 
warranted measurement concepts 
evidences more clearly than could 
volumes the profession’s perception of 
what the financial accounting problem 
is.
The Comparability Beguilement
It is apparent that the profession 
postulates valid inter-firm comparabili­
ty to be a spontaneous consequence of 
uniform accounting treatment rules 
which are themselves viewed as the ob­
jective termini of the standard-setting 
process. The apparent categorical objec­
tive, therefore, is greater comparability 
in financial statement analysis ac­
complished through an independent 
standard-setting body whose prescrip­
tions and proscriptions are enforced un­
der pain of a violation of the Code of 
Professional Ethics. The outcome of 
this state of affairs would suggest that 
that which the profession has been un­
able to reason out through theory it has 
imposed upon itself through a policy- 
making arrangement by which any 
pronouncement of the recognized body 
carries the weight of professional ethics 
and thus is authoritative. It should be 
noted that the Financial Accounting 
Standards Board is not required in its 
statements to produce rationale suppor­
ting a recommendation. Hence, the 
authoritative character of such 
statements must be found in the policies 
of the Institute without which, history 
has shown, the “authoritative” 
character of such pronouncements 
would be tenuous.
If this is a reasonable assessment of 
the development of the standard-setting 
process in terms of the relationship 
between initial challenge and the 
character of the current response, then 
some rather serious questions need to be 
raised concerning the entire in­
stitutional reaction to the public repor- 
ting problem. For the very 
arrangements through which the profes­
sion seeks to calm public controversy 
through the imposition of uniform rules 
might well have set the stage for the 
most serious intellectual challenge yet 
faced by this discipline, particularly in 
view of the intense interest in the finan­
cial community in income data. Because 
of such interest and because of the 
recognized importance the income 
statement has in the external reporting 
process, references to the possible mis­
leading character of financial 
statements mentioned in Rule 203 of the 
Code of Professional Ethics must be 
related in some meaningful manner to 
income measurement. If the major 
financial statement is the income state­
ment and if Rule 203 makes reference to 
the potential for misleading inferences, 
then the focus of attention should be the 
legitimate inferences which a statement 
reader should be entitled to draw from 
income numbers.
Income Pretensions
When an accountant is asked what in­
come is, the reply is customarily that in­
come is revenue minus expense. This 
definition, of course, is how to get to in­
come but not a characterization of the 
attributes measured. It is a formula for 
measuring something, not an intelligible 
description of what is being measured. 
Yet the profession seems to rest content 
in the belief that periodic income oc­
cupies an existential status — that it ex­
ists, and that the only real problem fac­
ing the profession is the selection of ap­
propriate accounting procedures with 
which to capture it. There is, in fact, an 
implied commitment to the belief that 
there exists a true periodic income for 
any business. Some accountants, even in 
high places, when faced with the enor­
mous complexity of estimates inherent 
in the income measurement process, 
claim that an approximation to the 
truth is the best that can be hoped for.3 
This is the central philosophical posi­
tion implied in utterances calling for 
procedures which clearly reflect the in­
come, or make references to realistic in­
come measurement, accurate income, or 
true income.4 In order to appreciate the 
implications of these attitudes vis-a-vis 
professional ethics, one must first come 
to grips with what constitutes the truth 
in income measurement.
Any appeal to true income or any 
other appeal to an absolute in income 
discussions will make a reference to the 
difference in capital values as measured 
at the beginning and end of a period. 
True income is the amount that can be 
extracted from a business leaving it in 
fact as well off at the end of the period as 
it was at the start.5 The “going concern” 
assumption presumes an indefinite ex­
istence and this, in turn, implies an in­
definite continuance of maintained true 
capital. Income, therefore, would be the 
maximum amount that could be ex­
tracted from the business without 
creating any impairment in the prospect 
of indefinite continuance. True income 
would be the amount that could be ex­
tracted while leaving the present value
...what the profession has been 
unable to reason out through 
theory it has imposed upon 
itself through a policy-making 
arrangement.
of all future cash inflows (true capital) 
intact. Accordingly, true income would 
be the difference between the present 
value of all future net cash inflows at the 
beginning of the period deducted from 
the present value of all future net cash 
inflows at the end of the period. This is 
the measurement that will produce the 
real income of a business for a period of 
time; there is no alternative. True in­
come implies an amount that can be ex­
tracted leaving the entity truly as well off 
at the end as at the beginning. The only 
way to measure this is to first measure 
what constitutes the true capital at these 
two dates. And, in turn, the only way to 
arrive at this magnitude is to determine 
the present value of all future net cash 
inflows. Recall that it is against this 
ideal true measurement of income that 
all the references to misleading in­
ferences from the income statement, 
references to the realistic statement of 
income, and references to the clear 
reflection of income are made. What is 
the problem?
Present Value: A Dubious Oracle
The problem is that under conditions 
of uncertainty one is never in a position 
to know what the true present value of 
all future net cash flows might be. One is 
never in a position to know what the 
truth is with respect to any income 
figure which results from a matching of 
unknowable present value com­
putations. The computation of true in­
come is literally and conceptually im­
possible under conditions of uncertain­
ty. The really serious implication of this 
fact is that the profession can never es­
tablish that any recommended 
accounting procedure will yield a more 
realistic approximation to the un­
knowable truth or that the recommen­
dation will more clearly reflect the in­
come in future periods.
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Accounting uniformity is a 
pseudo issue — an intellectual 
counterfeit to which the 
discipline appears to have 
capitulated.
It would make no sense, for example, 
to insist that the replacement of FIFO 
with LIFO will result in a more realistic 
statement of income. Does more 
realistic mean closer to “real”? If the 
“real” cannot be measured, how can the 
superimposition of LIFO on a case br­
ing the measurement more in line with 
reality? And, of even more interest, what 
has all this to do with professional 
ethics?
Rule 203 requires an independent 
auditor to withhold an unqualified opi­
nion in cases of a material departure 
from an authoritative pronouncement 
unless he can “...demonstrate that...the 
financial statements would otherwise 
have been misleading.”6 The logical 
reciprocal of this requirement would in­
sist that the independent auditor be 
prepared to establish that misleading in­
ferences would not be drawn from 
statements which conform to 
authoritative pronouncements. Until he 
knows what are the legitimate inferences 
which can be drawn from statements 
which conform to authoritative 
pronouncements he is in no position to 
know when misleading inferences will 
be drawn.7 The situs of the issue is the 
identification of the legitimate in­
ferences which a reader of a set of finan­
cial statements is entitled to draw when 
such statements conform in all material 
respects to authoritative 
pronouncements.
In view of the overwhelming impor­
tance of income numbers in this society 
the issue of what legitimate inferences 
statement readers should be entitled to 
draw therefrom must be raised. Should 
the independent auditor not be able to 
articulate what is being measured on the 
income statement, a serious doubt 
would arise that he is in any position to 
describe the legitimate inferences state- 
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ment users should draw from income 
numbers. If he cannot do this, then he 
knows neither when he is meeting the 
ethical code of his profession nor when 
he is not. Should this be the case, 
theoretical problems in income 
measurement have indeed created 
serious implications for professional 
ethics. What, then, are the inferences to 
which an informed statement reader is 
entitled?
Does accounting income measure 
true income? The answer is indeter­
minate. If true income is unmeasurable 
under conditions of uncertainty, an 
accounting reckoning cannot be 
asserted to be its equivalent. Does 
accounting income tend to approximate 
true income? Since the difference 
between accounting income and true in­
come is indeterminate, it follows that 
the extent of the approximation is in­
determinate. Does accounting income 
measure the amount that can be ex­
tracted leaving the capital of the busi­
ness intact? Intact capital implies 
indefinite maintenance of capital 
capacity and the literature on inflation 
accounting alone casts serious doubt 
that accounting incomes permit such an 
indefinite continuance. Does accoun­
ting income measure the maximum ex­
tent of the possible dividend? The 
answer is probably not since the state in­
corporation statute would have to be 
consulted to determine what constitutes 
the legal dividend. Does accounting in­
come clearly reflect the income of the 
business? The answer is unknowable 
since the clearest statement of income is 
impossible to establish. Is accounting 
income a rough indicator of the 
managerial ability of the firm’s officers 
and directors? Probably not since the 
current year’s income would tend to 
reflect the results of decisions made by 
previous managements and it would not 
include the monetary effect of all 
decisions made in the current year by the 
current management. What does the in­
come statement measure? The only 
possible answer is revenue minus ex­
pense. Again, this is a procedural defini­
tion which does not enlighten a state­
ment reader as to the inferences he is en­
titled to make. It does not convey an in­
telligible description of what is being 
measured by means of a revenue and ex­
pense matching. What is the “bottom 
line” to all of this?
The quest for propriety in 
accounting practices has led the profes­
sion to presume that the basic ill to 
which attention should be given is the 
lack of enforcible uniform rules for the 
treatment of like transactions. Signifi­
cant progress has been made in meeting 
the objective of accounting uniformity. 
This “progress,” however, is an offen­
sive against symptoms rather than a 
confrontation with the central object. 
The profession is now organized with a 
quasi-independent body (FASB) 
through which statements on 
accounting practice are issued. The 
Code of Professional Ethics insures that 
such statements constitute an enforcible 
norm for the external reporting process. 
The profession has, in effect, ac­
complished through mandatory con­
straints that which it was unable to ac­
complish through reason and research. 
And what is the result? The result is 
greater uniformity in the measurement 
of something that cannot be described.
Uniformity: A Pseudo Issue
Accounting uniformity is a pseudo 
issue. It is an intellectual counterfeit to 
which the discipline appears to have 
capitulated. It has been the central 
preoccupation of those involved in the 
standard-setting machinery. Now, the 
process has even been institutionalized. 
Uniformity has been attacked outright 
rather than having been viewed as a 
spontaneous consequence of an in­
telligible description of what is desired 
to be measured on the income state­
ment. And the outlook is bleak.
Each time the FASB issues an 
authoritative pronouncement the 
profession is further committed to more 
and more uniformity in the capture of 
the fugitive periodic income of a 
business. More importantly, the profes­
sion becomes further committed to 
periodic income measurement as the 
one, non-negotiable core function of the 
financial accounting process. What 
answers can be given to the Congress or 
to the public when they become aware of 
the implications of these arguments, as 
they are certain to do — sooner or later?
How about the issue of com­
parability? The presumption is that 
more uniform accounting practices will 
create the ability to more validly con­
trast the performance of firms. The 
profession appears to assume that a 
more valid ranking of investment and 
credit alternatives is possible when uni­
form accounting practices underlie all 
statements. But, as far as income 
numbers are concerned, what is the 
ranking in terms of? Firm X is better 
than Firm Y in terms of what? Uniform 
rules do, in fact, produce comparability. 
But they say nothing about the in­
telligibility of the characteristics or at­
tributes that are being measured, com­
pared, or ranked.
The Forgotten Primacy 
Of Theory
The impact of these observations on 
professional ethics is serious and im­
mediate. So long as the profession in­
sists upon income measurement, it can­
not intelligently make references to 
fairness in income reporting; the profes­
sion is in no position to know whether it 
has reported the truth. The profession 
cannot make intelligent references to the 
misleading character of income 
statements if it cannot produce a 
description of the legitimate inferences 
to which a reader is entitled. To assert 
that one is being misled implies an 
antecedent knowledge of the correct 
conclusion to which one should be led. 
To imply that one is not being misled is 
to consent to the inferences which one is 
likely to make upon reading an income 
statement. It is seriously questionable 
whether the profession has any evidence 
as to what, in fact, are the inferences 
which typical readers of financial 
statements make, let alone whether they 
are entitled to make them. The simple 
truth is that if the profession does not 
know the legitimate inferences a reader 
is entitled to make upon reading an in­
come statement, it is no position to 
know the extent to which he is being 
misled.
Rule 203, simply put, in an intellec­
tually unenforcible rule. The character 
of present accounting principles and ob­
jectives preclude the judgments 
necessary to implement Rule 203. And, 
as has been intimated, the problems in­
herent in income measurement under 
conditions of uncertainty permeate all 
of financial accounting, not just the 
issue of professional ethics. They are at 
the center of the profession’s theoretical 
quagmire and they are a principal 
reason for the appalling regularity with 
which institutionally sponsored 
theoretical studies fail. They are, in 
some instances, at the heart of the 
current Congressional debate on the 
accounting establishment.
It ought to be obvious that the profes­
sion is in for hard times. The prognosis 
will be poor so long as the profession in­
sists upon proceeding without a com­
prehensible description of exactly what 
is being measured on the income state­
ment and what are the legitimate in­
ferences to which a reader of that state­
ment is entitled. And, with respect to the 
impact of professional ethics, one need 
not look to a prognosis. As Rule 203 
applies to the major financial statement, 
the income statement, it has a vacuous 
significance. The danger is, therefore, 
immediate and it is very grave.
The solution to this unfortunate state 
of affairs is to recognize once again the 
primacy of theoretical matters in the 
resolution of day-to-day accounting 
issues. The development of sound 
accounting policy cannot precede the 
development of sound accounting 
theory. The profession has been quite 
active in developing opinions on 
accounting policy. It has been 
notoriously less successful in its 
theoretical undertakings. A sound 
resolution of controversies in 
accounting must await a sound 
theoretical antecedent, however painful 
the latter task might be. Intelligible 
measurement concepts must be 
developed before accounting policies 
will be recognized as intellectually 
authoritative, and that recognition will 
constitute the final and best assurance of 
uniform practices.■
NOTES
1The American Institute of Certified Public 
Accountants and the American Accounting 
Association have sponsored numerous research 
studies with the hope that each would provide the 
conceptual justification for accounting practices. 
That the profession has yet to establish such a con­
ceptual underpining is evidenced by the most re­
cent FASB Discussion Memorandum on the con­
ceptual framework issued in December of 1976.
2Rule 203 of the Code of Professional Ethics of 
the American Institute of Certified Public Ac­
countants reads:
A member shall not express an opinion 
that financial statements are presented in 
conformity with generally accepted 
accounting principles if such statements con­
tain any departure from an accounting prin­
ciple promulgated by the body designated by 
Council to establish such principles which 
has a material effect on the statements taken 
as a whole, unless the member can 
demonstrate that due to unusual cir­
cumstances the financial statements would 
otherwise have been misleading. In such 
cases his report must describe the departure, 
the approximate effects thereof, if prac­
ticable, and the reasons why compliance with 
the principle would result in a misleading 
statement.
3This is the clear implication of statements at­
tributed to leaders in the profession and it 
evidences a belief that accounting income must 
conform as nearly as possible to an absolute in­
come truth in an asymptotic relationship. “I 
realize that we’ll probably never get a method that 
will come up with a firm’s real income. But in- 
The result is greater uniformity 
in the measurement of 
something that cannot be 
described.
vestors are going to demand that we come closer to 
reality.” Sidney Davidson as reported in Forbes, 
April 1, 1970, p. 40. Another excellent example 
appears in An Introduction to Corporate 
Accounting Standards, by Paton and Littleton. 
“An accounting reckoning (of income) should be 
an attempt to capture objective realities which ex­
ist whether the accounting reckoning is made or 
not,” p. 86.
4The best example of an appeal to realistic 
measurement of income and the one with the more 
significant consequences on accounting develop­
ment was the plea of Herbert McAnly in “The 
Case for LIFO It Realistically States Income and 
is Applicable to Any Industry,” The Journal of 
Accountancy, June, 1953, pp. 691-700. A more re­
cent citation which evidences a continuing com­
mitment to the belief in true income is from an ar­
ticle by Cecilia V. Tierney, “General Purchasing 
Power Myths,” The Journal of Accountancy, 
September, 1977, pp. 90-95. She says in part, “...if 
you insist on using an elastic measuring stick, 
don’t be surprised if your answers stretch the 
truth.” Is the implication that we know the extent 
to which the truth has been stretched? Another ex­
cellent example comes from a currently in-force 
portion of ARB 43 Chapter 4 dealing with inven­
tory pricing. It states, “...the major objective in 
selecting a method (of inventory costing) should 
be to choose the one which, under the cir­
cumstances, most clearly reflects periodic in­
come.” How is this to be decided if the criterion is 
the clear reflection of periodic income?
5This is an adaptation of a classical definition of 
income to which accounting theoreticians make 
habitual reference. It is adapted from a book by 
John R. Hicks, Value and Capital (Clarendon 
Press, 1946), p. 176. Even the theoretical 
economist, who has never been required to sign an 
audit report, concludes that income concepts 
“break in our hands” when we go to use them and 
finally allows the doubt to escape as to whether in­
come “...in the last resort stands up to analysis at 
all, or whether we have not been chasing a ‘will-o’ - 
the’ ’wisp.’”
6Code of Professional Ethics, Rule 203.
7 The Code of Professional Ethics also embraces 
certain “interpretations” one of which is Inter­
pretation 203-1 which states in part, “There is a 
strong presumption that adherence to officially es­
tablished accounting principles would in nearly all 
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One of the activities which consumes 
an increasing amount of time is the 
reading which must be done to stay 
abreast of the regulations established by 
the SEC and the accounting standards 
of the FASB. As new auditing stan­
dards, CASB requirements, and Federal 
Trade Commission regulations are 
adopted the volume of reading material 
becomes overwhelming. If review of 
these materials can be made more ef­
ficient, additional time will be released 
for other purposes.
This article is designed to 1) assist the 
reader to more rapidly understand the 
complex FASB Statement No. 13 “Ac­
counting for Leases,” and 2) present an 
argument for inclusion of such 
flowcharts with future FASB 
Statements. Examining flowcharts of a 
Statement is one effective way of gain­
ing a quick understanding of its essential 
concepts. Figure 1 is a flowchart of the 
sections of the “Accounting for Leases” 
Standard pertaining to the lessor. 
Figure 2 is a flowchart of the sections of 
the Standard relating to the lessee.
Figures 1 and 2 illustrate the criteria 
used by the lessee and lessor to dis­
tinguish betwen operating and capital 
leases. At least one of the criteria must 
be met to be classified as a capital lease 
by the lessee. As to the lessor, in addi­
tion to meeting at least one of the same 
criteria, two additional criteria must be 
met. Collectibility of the minimum lease 
payments must be reasonably certain 
and there must be no important uncer­
tainties surrounding the amount of un­
reimbursable costs to be incurred by the 
lessor in order for the lease to be 
classified as a sales-type or direct finan­
cing lease. This represents an improve­
ment over APB Opinions 5 and 7 in 
which the criteria were entirely different 
for the lessor and lessee.
When the lease is an operating lease 
its treatment is fairly uncomplicated for 
both parties to the transaction. The ac­
counting and disclosure requirements 
are shown in the lower left-hand portion 
of each of the figures.
When the lease is a capital lease its 
treatment can be relatively complex. 
From the lessor’s point of view the Stan­
dard differentiates between sales-type 
leases, direct financing leases, and 
leveraged leases as shown in Figure 1. 
The effect of a sale to a third party is also 
covered. The flowchart lists the relevant 
questions to ask to differentiate between 
these and shows how each is to be ac­
counted for and disclosed.
The lessee’s accounting and disclosure
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statements could be greatly assisted by 
the inclusion of a flowchart (or 
flowcharts) in each FASB statement 
upon issuance. Much loss of time, much 
duplication of effort, could be 
prevented. In addition, it would 
probably cut down on diverse ap­
proaches being developed unnecessari­
ly. Importantly, it could cut down the 
time and dollar cost of compliance for 
business.
An accountant’s time is a precious 
commodity. Wise use of it can mean 
greater work efficiency and more leisure 
time. The increase in the number of 
books, articles, and lectures on manage­
ment of time indicates a keen interest in 
this topic. For instance, the AICPA is 
presently offering a cassette-workbook 
self-study course on “Total Time 
Management” to its members and in­
terested parties. Assistance to account­
ants who wish to improve their time 
management is suggested here by mak­
ing the study of Statement No. 13 (and 
possibly future statements) more ef­
ficient. It is hoped the suggestion to the 
FASB will be adopted.■
requirements for the capital lease are 
affected by whether or not a provision 
change takes place before expiration of 
the lease. Figure 2 reflects the necessary 
accounting and disclosure requirements 
for leases which have a provision change 
before expiration and for those which 
remain unchanged.
The Statement, of course, contains 
rules for leases involving four categories 
of real estate transactions, sale­
leaseback transactions, subleases, and 
similar transactions. These are not il­
lustrated in Figures 1 and 2.
The real purpose in this short article is 
not to discuss every facet of the Stan­
dard. The purpose is to illustrate how 
the use of flowcharts can facilitate an 
overview of the Standard. Such an ap­
proach can provide a frame of reference 
for anyone studying it.
It is proposed that the FASB establish 
a precedent and begin to assist account­
ants to more easily and quickly com­
prehend its standards by including in 
each standard (whenever feasible) a 
flowchart (or flowcharts) of the ac­
counting and reporting requirements 
contained therein. The flowchart(s) 
would depict a graphic outline of the 
text. An interested person could see the 
overall concepts and interrelationships 
of elements contained in the statement 
prior to initial reading. Those who have 
at one time had an understanding of the 
standard and who need to refresh their 
memory could do so by reviewing the 
flowchart. Review of the standard itself 
might or might not be necessary, depen­
ding upon the particular problem at 
hand.
Use of the flowcharting technique to 
simplify an accounting pronouncement 
is not new or unique. A recent example 
is contained in the March 1977 issue of 
the Journal of Accountancy, where a 
flowchart was used to express APB Opi­
nion 29 more clearly.1 More recently, 
the August 1977 Journal of Account­
ancy carried an article, “A Practitioner’s 
Guide to Accounting for Leases,” in 
which flowcharts were used to illustrate 
Criteria for Lease Classification and 
Original Lessee’s Accounting for Sub­
leases.2 That article reviewed major 
changes in accounting for leases 
brought about as a result of Statement 
No. 13. The purpose in that article was 
different from the purpose in this one. 
However, the use of flowcharts il­
lustrates the validity of the argument set 
forth here. It is clear that there is a need 
for such guidelines. Accountants, in 
general, and all users of FASB
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1S.J. Lambert and Joyce C. Lambert, 
“Concepts and Applications in APB Opinion No. 
29,” Journal of Accountancy, March, 1977, pp. 
62-63.
2Raymond J. Clay, Jr. and William W. Holder, 
“A Practitioner’s Guide to Accounting for 
Leases,” Journal of Accountancy, August, 1977, 
pp.61-68.
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Does lessee receive 






Is there a bargain 
purchase option in the 
Yea 
lease?NO 
Does lease term equal 
or exceed 75Z of prop­
erty’s economic life? 
(Not applicable if 
Yes   
lease term begins in 
last 25Z of property’s 
economic life.)
NO
Does the present value 
of minimum lease pay­
ments less lessor's 
executory costs plus 
Yes
, 
profit equal or exceed 
90Z of the excess of 
lessor's fair value 
over the investment credit?
NO 
Operating Lease 





















-Future minimum rental pay­
ments in total and for next 
five years.
-Total subrentals to be re­
ceived under non-cancellable 
subleases.
-For all operating leases ren­
tal expense for each period, 
separate amounts for minimum 
rentals, contingent rentals 
and sublease rentals.
-General statement of lease 
terms such as basis of con­
tingent rentals; existence 
and terms of renewal, pur­
chase or escalation clauses; 















-Gross amounts of assets 
under capital leases by 
major classes, with re­
lated accumulated amor­
tization.
-Future minimum lease 
payments in total and 
for next five years. 
-Minimum subrentals to 
be received under non- 
cancellable subleases. 
-Contingent rentals in­
curred for income state­
ment periods.
-General statement of 
lease terms such as ba­
sis of contingent rentals; 
existence and terms of 
renewal, purchase, or es­
calation clauses; lease 
restrictions on company. 
Does a provision 












Does lessee receive 





Is there a bargain 
purchase option in 
lease? NO 
Does lease term 
meet 75% rule? 
Yes  . 
OR 
 
Do lease payments 






If present value 
* of lease payments 
exceeds fair value 








  lease term. 
_
 
If a new lease or renewal is entered for 
same property, the asset and obligation 
will be adjusted by the difference between 
the present value of the new lease pay­
ments and the present obligation.
Does change pro­
vi





Is there a renew­
al or extension 
Yes 
of lease?NO




4Lease payment will 
be divided between 
principal and in­
terest expense to  
 
provide a constant 
interest rate.
Adjust asset and 
obligation bal­
ances by the dif­
ference between 
the present value 
of payments and 
obligation bal­
ance.
If new lease is a 
  capital lease, 





tinue to account 
for existing 
lease to end of 
original lease 
then account for 
lease as operat­
ing.
Remove asset and 
 
 obligation from 
books and account 
for gain or loss. 
If lease guaran­
tees a residual 
or a renewal the 
  obligation will 
have a balance at 
lease end equal 
to the residual 
guarantee or pen­
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Harry D. Kerrigan once wrote: “The 
presence of the government is felt 
everywhere and by everybody. The level 
may be the national government, or that 
of a state government, but the impor­
tance of all three levels is increasing 
steadily.1 Trends in governmental 
revenues and expenditures certainly 
point in that direction. The government 
(municipal, local, state and federal) is 
not the only organization that makes 
use of fund accounting. There are many 
private nonbusiness enterprises that con­
duct their operations in a way similar to 
that of the government. The more 
familiar among private nonbusiness 
enterprises are the following:
Hospitals




Institutions for the elderly 
Professional associations 
Trade associations
Labor unions and social clubs
Americans, being very generous, 
donate around $30 billion a year to hun­
dreds of different nonbusiness 
organizations. While most of those 
organizations are honest and well­
managed, some have been charged with 
mismanagement, others with mis­
representation, and still others with out­
right fraud. Since the influence of non­
business organizations on the public life 
has grown steadily, so has the public’s 
interest grown in the accounting and 
reporting procedures of such 
organizations. In the 1970’s the public’s 
trust in organizations is at a low level, 
and nonbusiness organizations and the 
government are no exceptions. The 
public, therefore, demands better dis­
closure of how donated money is spent.
Till the early 70’s relatively few rules 
were imposed by the accounting profes­
sion on the accounting and reporting 
procedures of nonbusiness organizations. 
Nonbusiness organizations operated sole­
ly under the stewardship concept — that 
is, they accounted for the disbursement 
of funds entrusted to them. In the late 
60’s and early 70’s four industry audit 
guides issued by the American Institute 
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of Certified Public Accountants for 
hospitals, colleges and universities, 
voluntary health and welfare 
organizations, and state and local 
governmental units spelled out in 
greater detail what constituted generally 
accepted accounting principles. Since 
there are still many inconsistencies 
among those guides, there remains the 
need to develop a unified framework of 
accounting principles for all types of 
nonbusiness organizations.
During 1978 the Financial 
Accounting Standards Board will select 
for deliberation projects on accounting 
for private nonbusiness entities and 
governmental units. The Board’s agen­
da will be guided by a commissioned 
study recently completed by Professor 
Robert N. Anthony of the Harvard 
Graduate School of Business and a com­
mittee of fifty-three advisers. 
Meanwhile the accounting standards 
executive committee of the AICPA has 
proposed rules, evolved from a discus­
sion draft issued in February 1977, to 
bring greater uniformity in financial 
reporting to nonprofit groups such as 
labor unions, and religious and political
Definition of a Nonprofit
Organization
Emerson O. Henke defined a non­
profit organization in the following 
way: “A not-for-profit organization is 
an economic entity having no deliberate 
or conscious profit motive, no equity 
shares that are individually owned and 
capable of being traded, and no usual re­
quired or direct proportionate financial 
benefits to contributors of capital or to 
patrons of the organization.”2 Non­
profit organizations, by definition, do 
not try to make a profit, but render ser­
vices for social or other nonprofit objec­
tives.
The study by Robert N. Anthony has 
resulted in a research report published 
by the Financial Accounting Standards 
Board and entitled “Financial 
Accounting in Nonbusiness 
Organizations.” For purposes of that 
study, nonbusiness organizations are 
understood to include, roughly, 
governmental and other nonprofit 
organizations.3 The report makes 
further distinctions by examining the 
economic activity of the enterprise, and 
the sources of its financial resources. 
Nonprofit organizations are classified 
by resources as Type A if financial 
resources are obtained entirely, or 
almost entirely, from revenues from 
sales of goods and services, or, Type B if 
the organization obtains a significant 
amount of financial resources from 
sources other than the sale of goods and 
services.4
mandatory in the future for all types of 
nonprofit organizations, in which event 
nonprofit organizations could be better 
measured in terms of efficiency and 
cost-effectiveness.
Every organization has to observe the 
law, but nonbusiness organizations and 
the government are especially depen­
dent upon it. For example, everything 
that is done in government must be 
authorized under law, and the govern­
ment also has to comply with all legal re­
quirements, including reporting, finan­
cial control and conduct of business af­
fairs. Profit-oriented enterprises have to 
provide special reports to governmental 
agencies as a basis for taxation under 
applicable law. A nonprofit organiza­
tion is not automatically exempt from 
tax just because it meets the statutory re­
quirements for exemption. In order to 
retain the privilege of tax-relief non­
business organizations, with a few ex­
ceptions, must file annual information 
returns with the Internal Revenue Ser­
vice. Failure to file an annual informa­
tion return could result in loss of the ex­
empt status.
Since the funds used by various 
nonbusiness organizations are as 
diverse as the organizations themselves, 
the types of funds used by governmental 
units have been chosen to provide an 
illustration of fund accounting.
Definition of a Fund
A generally accepted definition of a 
fund, is the following:
A fund is a sum of money or other 
resources separated for carrying on a 
specific activity or attaining a specific 
objective, in accordance with the terms 
of authority under which it is created,
Similarities with Profit-Oriented 
Organizations
Nonprofit organizations and profit- 
oriented enterprises operate in the same 
economic, social, and political environ­
ment. Since they operate in the same 
system, they also compete for the same 
resources, and like their profit-oriented 
competitors they have the prospect of a 
life that is, theoretically at least, un­
limited.
In the past many nonprofit 
organizations operated under the cash­
basis, accounting only for those monies 
actually received or disbursed. Now 
many nonprofit organizations operate 
under the accrual basis and record ex­
penses when incurred and revenues 
when earned just as profit-oriented 
enterprises do. Enterprise funds of non­
profit organizations and governmental 
units also provide to the public services 
that are similar to many profit- 
generating services such as public hous­
ing, garbage removal, and provision 
for electricity, gas and water. The ac­
counting for such funds is similar to 
accounting for a commercial business 
enterprise.
Both profit-seeking enterprises and 
nonprofit organizations generally value 
their fixed assets at cost, and some non­
profit organizations like hospitals and 
voluntary health and welfare 
organizations have been required to 
record depreciation on their fixed 
assets. In the past it frequently has been 
argued that depreciation was irrelevant 
to nonprofit organizations since it was 
believed that the objective of deprecia­
tion was primarily to provide a proper 
charge to operations for the cost or 
other value of services used during a 
period and to permit capital 
maintenance.5 However, it has recently 
been determined that depreciation 
should enter in the cost of service 
calculation of certain nonprofit 
organizations. If the recommendations 
of the Accounting Advisory Committee 
to the Commission on Private 
Philanthropy or the Accounting Stan­
dards Subcommittee on Nonprofit 
Organizations are be followed, all non­
business organizations will have to 
depreciate their fixed assets.
When negotiating government con­
tracts both profit seekers and nonprofit 
organizations must provide cost and 
related accounting data. The chain of 
command in both types of organizations 
is also very similar.
Differences Between Nonprofit 
Organizations and Profit-Oriented
Enterprises
The prime objectives of business 
enterprises are capital maintenance, 
solvency operation at a profit, distribu­
tion of (all or some) profits to the 
owners, and growth financed in part by 
retaining profits as additional capital.6 
Nonbusiness organizations, on the other 
hand, render their services for social or 
other nonprofit reasons. Often non­
profit organizations do not charge for 
their services, while in other instances 
revenue is obtained from the services to 
cover the cost. Costs are seldom fully 
recovered, partly because many non­
profit organizations still do not 
depreciate their fixed assets.
In profit-seeking enterprises an 
accounting unit is generally described as 
an entity (partnership, proprietorship, 
corporation). In nonprofit 
organizations and governmental units 
an accounting unit is referred to as a 
fund.7 A fund has clear boundaries, but 
it is an accounting unit that is devoid of 
personal implication as alleged to exist 
in the proprietary and entity theories.8
In commercial accounting budgets 
are not generally recorded in the ac­
counts, but in nonprofit organizations 
and governmental units they often are. 
Each fund of a nonprofit organization 
and governmental unit normally has 
self-balancing, independent budgetary 
accounts which control expenditures 
only; they do not measure efficiency. 
Actual transactions are recorded in the 
proprietary accounts.
In profit-oriented enterprises success 
can be measured easily by the criterion 
of net income or loss. In nonbusiness 
accounting the irrefutable proof of ac­
complishment is missing. Businesses 
have to show economic progress in 
order to retain their shareholders while 
nonbusiness organizations do not really 
have to report in terms of social goals 
reached. According to the related in­
dustry audit guide, voluntary health and 
welfare organizations have to report in 
terms of individual programs. This type 
of reporting enables the reader of the 
financial statements to see what percen­
tage of a particular donation was spent 
on a certain program and how much was 
spent on supporting services like fund- 
raising. Such reporting may become 
A nonbusiness organization 
may be identified by its 
economic activity, and/or the 
source of its financial 
resources.
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In nonbusiness accounting the 
irrefutable proof of accom­
plishment is missing. 
include cash, receivables, inventories of 
materials and supplies, land, buildings, 
and all kinds of equipment.
Permanent capital of a trust fund is 
employed to earn income. Resources of 
a trust fund often consist of cash, 
securities and physical assets of all sorts. 
Trust funds may last in perpetuity or 
they may last only as long as the creator 
of the fund desires.
Before exploring the types of funds 
often used in governmental 
accounting it is appropriate to identify a 
few terms often used in such accounting.
An appropriation is an authorization 
granted by a legislative body to make 
expenditures and to incur obligations 
for specific purposes. Appropriations 
are normally restricted in amount and 
time.
Encumbrances are obligations in the 
form of purchase orders, contracts, or 
salary commitments which are 
chargeable to an appropriation and for 
which a part of the appropriation is 
reserved. They cease to be encum­
brances when paid or when the actual 
liability is set up.
Allotments (state and local) and ap­
portionments (federal) are methods of 
allocating appropriations over the 
budget period.
Budgetary accounts are used to 
collect budget information. Actual tran­
sactions are recorded in proprietory ac­
counts.11
Types of Funds Often Used 
in Governmental Units
An illustration of funds typically used 
by a municipality should familiarize the 
reader with the kind of funds frequently 
used, and with their operation. The 
same or similar funds are used by many 
different nonprofit organizations. Some 
organizations use more of one type than 
others, but most of them use at least 
several of the enumerated.
1. General Funds
General funds are also called 
operating or current funds. They ac­
count for all transactions that are not 
recorded in a special fund. The revenues 
of a general fund are normally obtained 
from many different sources. In 
municipalities, for example, the 
revenues are provided by property tax­
es, licenses, fines, penalties, and other 
fees. Expenditures are made for the fire, 
police, and sanitation departments, and 
administrative and clerical services. The 
general fund, normally, also finances 
some capital outlays. General funds ac­
count only for cash and near-cash 
assets. They do not include fixed assets 
in their resources. Approval of the 
budget is recognized by a formal entry 
journalizing Estimated Revenues, Ap­
propriations (authorized expenditures) 
which act as a control on actual expen­
ditures, and any difference to Fund 
Balance for the budgeted surplus or 
deficit.
Revenue in a general fund is often 
recognized on a modified accrual basis. 
Items of revenue that have the attributes 
of receivables (i.e., property taxes) are 
accrued at the time of assessment while 
other items of revenue are recorded 
when received. Budgetary control re­
quires that an Encumbrance be record­
ed when a future commitment for orders 
and contracts is established. When the 
actual liability becomes known the en­
cumbrance entry is reversed and the ac­
tual expenditure is recorded.
The financial statements that are 
issued for a general fund normally in­
clude (1) a balance sheet, (2) a statement 
analyzing the changes in the fund 
balance, (3) a statement comparing ac­
tual revenues with estimated revenues, 
and (4) a statement comparing ap­
propriations with expenditures and en­
cumbrances.
2. Special Revenue Funds
Special Revenue Funds operate just 
like general funds. They differ in that the 
Special Revenue Funds are created for a 
specific purpose. Revenues may be ob­
tained from special assessments or 
special sources, and the resources of a 
Special Revenue Fund can only be spent 
for the designated purpose, such as the 
operation of schools or a public park 
system.
The financial statements for the 
General Fund and the Special Revenue 
Fund are alike.
3. Intragovernmental Service Funds
Intragovernmental Service Funds are 
often called revolving or working 
capital funds. Their purpose is to 
finance manufacturing or service 
operations such as shops, garages or 
central purchasing for other 
departments and not for the public. In­
tragovernmental Service Funds usually 
receive initial financing either through 
advances from the General Fund or by 
the sale of bonds. The fund then 
operates and is accounted for in much 
the same manner as a commercial 
business enterprise, except that its ob­
jective is to earn sufficient revenue to 
absorb operating costs rather than to 
maximize profits.* 12 Intragovernmental 
Funds capitalize their fixed assets and
and constituting an independent 
accounting entity.9
Every fund, by definition, is a 
separate accounting entity. Nonprofit 
organizations and governmental units 
normally have more than one fund and 
every fund is created for a specific pur­
pose by law, contract or administrative 
action. In governmental accounting a 
fund also represents a fiscal entity.
The rules of double-entry accounting 
apply to fund-accounting. Debits and 
credits are summed up in equation form 
in the following manner:
RESOURCES = LIABILITIES 
+ RESIDUAL EQUITY
Funds are often classified as expen­
dable and nonexpendable funds. An ex­
pendable fund consists of resources that 
can be totally expended so, by defini­
tion, an expendable fund will have no 
residual capital. The average life of an 
expendable fund, especially in govern­
ment, is one year. Resources of an ex­
pendable fund consist of current assets 
because fixed assets are not included in 
the resources of an expendable fund. 
Examples of expendable funds are 
general and special revenue funds.
A nonexpendable fund requires that 
the principle or capital balance of the 
fund be preserved intact.10 It is establish­
ed with permanent capital and is 
typified by the so-called revolving fund 
or trust fund. Amounts expended by 
such a fund are restored to it either by 
earnings from operations or by transfer 
from another fund. Revolving funds, in 
theory, are set up only to recover costs 
and not to make a profit or absorb a 
loss. The resources of a revolving fund 
14/The Woman CPA
record depreciation.
The financial statements of an In­
tragovernmental Fund look very much 
like commercial financial statements. 
They include a balance sheet and a state­
ment of operations.
4. Special Assessment Funds
Special assessment funds are es­
tablished to account for construction of 
special improvements (i.e. lighting, 
sewers, sidewalks). They are financed by 
special levies against property owners 
who are to benefit from the improve­
ment. A new fund is established for 
every special assessment and each fund 
has to account and report separately.
The financial statements of a special 
assessment fund normally include (1) a 
balance sheet, (2) a statement of cash 
receipts and disbursements, (3) a state­
ment comparing expenditures and en­
cumbrances with appropriations.
5. Capital Projects Funds
Capital Projects Funds replace and 
expand the former bond funds. Ex­
cluding the capital additions of Special 
Assessment and Enterprise Funds, 
capital projects funds are designed to ac­
count for the receipt and expenditure of 
all resources used for the acquisition of 
major, long-term capital additions and 
improvements.13 After completion of 
construction, the capital outlays are 
accounted for in the General Fund Asset 
group of accounts, and the Capital Pro­
jects Fund is closed out.
Statements for this fund normally in­
clude (1) a balance sheet, (2) an analysis 
of the changes in the fund balance, and 
(3) a statement of estimated and actual 
revenues.
6. Debt Service Funds
Some long-term debt is often serviced 
by the resources of the Special Assess­
ment Fund or Enterprise Fund. Other 
long-term debt is serviced by the Debt 
Service Fund which pays for interest, 
principle, and other related charges.
The financial statements of a Debt 
Service Fund include (1) a balance 
sheet, and (2) a statement of revenues, 
expenditures and fund balance.
7. Trust and Agency Funds
Trust and Agency funds account for 
transactions related to assets held by the 
government as a trustee or agent for in­
dividuals or other governmental units. 
The accounting principles followed in a 
Trust and Agency Fund are similar to 
those followed in non-governmental 
fiduciary accounting. The principal 
(corpus) of the trust fund is nonexpen­
dable, only the income is expendable. A 
Pension Fund is an example of a Trust 
and Agency Fund.
Financial statements normally in­
clude (1) a balance sheet, (2) a statement 
of cash receipts and disbursements, and 
(3) a statement showing changes in fund 
balances.
8. Enterprise Funds
Enterprise funds finance public ser­
vices such as electricity, water, gas and 
public housing, and accounting for 
enterprise funds is very similar to com­
mercial accounting. In order to be self- 
supporting, Enterprise Funds ac­
cumulate retained earnings just as 
businesses do. Fixed assets are also 
capitalized and depreciated.
Financial statements of an Enterprise 
Fund include (1) a balance sheet, and (2) 
statements of retained earnings, income, 
and changes in financial position.
Self-Balancing Groups of Accounts 
General Fixed Assets
Enterprise Funds, Intragovernmental 
Service Funds, and Trust Funds do in­
clude fixed assets in their resources. The 
rest of the fixed assets are accounted for 
in a separate set of accounts — the 
General Fixed Assets Group. The 
credits are booked to one or more in­
vestment accounts. Fixed assets are nor­
mally valued at cost. If they were ac­
quired by gift, the appraisal value at the 
date of receipt would be the value to be 
recorded.
The financial statements of the 
General Fixed Asset Group normally 
include (1) a balance sheet, and (2) a 
statement of changes in general fixed 
assets.
General Long-Term Debt
General obligation bonds, time 
warrants, and notes having a maturity 
of more than one year from date of 
issuance are forms of debt accounted for 
by the General Long-Term Debt 
Group.14 The credit entry in these ac­
counts records the liabilities created by 
the above issues. The debits are to ac­
counts for (a) monies collected in Debt 
Service Funds for repayment of General 
Long-Term Debt and (b) amounts 
which must be collected in the future for 
the repayment of General Long-Term 
debt.
The financial statement that should be 
issued is a statement of long-term debt, 
which describes the amount of bonds 
payable in future years and the amount 
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has a continuing need for part- 
time lecturers in accounting. The 
positions are temporary. Can­
didates possessing an MBA (or 
equivalent degree) or those ad­
vanced to candidacy in a graduate 
program are preferred. As a 
minimum, candidates must 
possess an undergraudate degree 
in accounting, or its equivalent.
Respond to: Dr. Joe Mori, Area 
Coordinator, Accounting and 
Finance, San Jose State Universi­
ty, San Jose, CA 95192
San Jose State University is an af­
firmative action/ equal opportuni­
ty employer.
Developments Towards Uniform 
Financial Reporting By Nonbus­
iness Organizations In the 1970’s
Until the issuance of the four industry 
audit guides nonprofit organizations 
and state and municipal governments 
had an unparalleled freedom in their 
accounting and reporting practices. The 
single, most important change for non­
profit organizations covered by the 
guides was that all unrestricted con­
tributions, and all other unrestricted in­
come and expenses had to be reported in 
a single income statement. Three types 
of nonprofit organizations were re­
quired to capitalize their fixed assets 
and two of the three guides (hospitals, 
and voluntary health and welfare 
organizations) required the deprecia­
tion of fixed assets. Voluntary health 
and welfare organizations were also re­
quired to report in terms of individual 
programs. There were still many incon­
sistencies among those industry audit 
guides but they at least attempted to 
define generally accepted accounting 
principles for specific types of 
organizations. The public increasingly 
demands clearer and more straight­
forward reporting for all types of non- 
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profit organizations.
In 1974 the Accounting Advisory 
Committee Report was submitted to the 
Commission on Private Philanthropy 
and Public Needs, a privately financed 
group that worked independently, but 
with the endorsement of the Chairman 
of the House Ways and Means Com­
mittee and the Secretary of the 
Treasury.15 The committee had con­
ducted a study on the adequacy of 
accounting and reporting practices 
followed by each major type of 
philanthropic organization and 
presented the following recommen­
dations:
1) A single, uniform set of accounting 
principles should be adopted and 
followed by all philanthropic 
organizations.
2) A uniform financial reporting form 
should be adopted by the federal 
government, state, and municipality. 
If this information should not suf­
fice, supplementary schedules should 
be provided.
In April, 1978, rules proposed by the 
Accounting Standards Executive Com­
mittee of the AICPA recommended 
application of the highly controversial 
accrual accounting, and depreciation of 
fixed assets, for nonprofit organizations 
not already covered by industry audit 
guides. AcSEC also proposed a form of 
segment reporting for nonprofit entities 
in recommending segregation of costs 
for each program under the aegis of an 
organization, and also proposed that 
marketable securities owned should be 
reported at market value instead of cost.
June 30, 1978, was the closing date for 
comments from interested parties such 
as foundations, religious groups, 
political organizations and labor un­
ions. The final statement, when issued, 
will be binding on outside auditors 
although there are no legal constraints 
on the covered nonprofit organizations. 
It is worth noting, however, that Con­
gress had earlier proposed legislation to 
require strict accounting and disclosure 
by organizations that solicit con­
tributions by mail.
FASB Research Report
The Anthony study identifies users of 
financial statements of nonbusiness 
enterprises as five major groups: 
governing bodies, investors and 
creditors, resource providers, oversight 
bodies and constituents. It then 
considers four broad categories of 




4. Cost of services provided
As a guide to the ultimate framework 
for accounting for nonbusiness 
organizations the study explores five 
conceptual issues:
1. How should the nonrevenue 
operating inflows (such as taxes 
and contributions) of an ac­
counting period be measured?
2. How should endowment earn­
ings be measured?
3. Under what circumstances, if 
any, should depreciation be 
recorded?
4. Should pension costs be ac­
counted for in the period in 
which the related services were 
rendered?
5. Under what circumstances, if 
any, should donated or contri­
buted services be recorded?16
Indeed, the accounting profession is 
not the only group attempting to clarify 
the activities of nonprofit organizations. 
Thirty-one states, the District of Colum­
bia, and many municipalities have laws 
regulating charities. In Florida, for ex­
ample, charities are not permitted to 
spend more than 25 percent of their 
revenue on fund-raising; Pennsylvania 
charities are limited to 35 percent. One 
study by Price Waterhouse and Co. con­
cluded that 23 of the 1,202 organizations 
that they surveyed did not properly 
report their fund-raising costs. The 
average donor can expect to receive a 
heart-warming brochure and pictures 
of beneficiaries instead of adequate 
financial information.
Heavy pressure also mounts for 
federal regulation of charities. One bill, 
sponsored by U.S. Rep. Charles H. 
Wilson (D., California) would require 
every charity that solicits funds by mail 
to disclose how much it spends on 
charitable purposes. A proposal by U.S. 
Rep. Joseph E. Karth (D., Minnesota) 
would require charities to spend at least 
50 percent of their revenues on 
charitable purposes. Noncompliance 
could lead to an assessment of special 
taxes and eventually to the loss of the 
tax-exempt status.17
In the 1977 annual report of the 
Financial Accounting Standards Board,
Donald J. Kirk, Chairman, stated that 
“the Board intends to make decisions in 
the second quarter of the year (1978) 
with regard to placing projects on 
accounting for private nonprofit entities 
and accounting for governmental units 
on its technical agenda.”
Definitive standards for the nonprofit 
area have been a long time coming. 
Their appearance, the sooner the better, 
will do much to discourage the misuse of 
public funds by either indifference or in­
tent, and will help donors make the most 
of their dollars designated for subsidy 
and charity. ■
Editorial Note: On June 21, 1978, the 
FASB issued a discussion memoran­
dum relating to financial accounting 
and reporting by nonbusiness 
organizations. The FASB will hold 
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Recent reorganizations in our Finan­
cial Department have created a 
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analytically-oriented people. These 
positions offer opportunity for those 
with personal drive and an eagerness 
for growth.
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To qualify, you should have had ex­
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is a bachelor’s degree in Business Ad­
ministration with strong concentration 
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Tax Savings Using
The New Jobs Credit
Wendy M. Thompson, CPA, is a partner 
with Thompson & Thompson at St. Charles, 
Missouri. Her professional memberships in­
clude AWSCPA, AICPA, the St. Louis 
Chapter of ASWA and the Missouri Society 
of CPAs.
Joan De Francesco, CPA, is a sole prac­
titioner, and an instructor of accounting at 
Lindenwood College in St. Charles, Mis­
souri. She is a member of AWSCPA, and of 
the St. Louis Chapter of ASWA.
dar year 1977 over the greater of a) 
102 percent of the JTC wages paid 
during calendar year 1976 or b) 50 
percent of the JTC wages paid in 
calendar year 1977.
The 102 percent limitation eliminates 
credits on the normal 2 percent in­
crease in employment. The 50 percent 
of current year’s wages restricts 
credits to new or rapidly expanding 
businesses.
$100,000 Limitation
There is an overall $100,000 limita­
tion on the amount of new jobs credits 
that may be deducted in any one year. 
Example:
In 1976 Rodco, Inc. had 20 employees 
with a total payroll of $200,000 (all 
employees earned at least $4,200). 
During 1977 Rodco gave salary in­
creases totaling $ 10,000 and also hired 
five new employees at an annual 
salary of $6,000 each. All employees 
are covered by FUTA. The new jobs 
credit for Rodco for 1977 would be 
$9,660 (assuming that Rodeo had at 
least $9,660 in taxes due, after deduc­
ting other tax credits), calculated as 
follows:
105% Limitation
Total wages paid in 1977 $240,000
Total wages paid in 1976 200,000
105% X $200,000 210,000
Excess of total 1977 wages over
105% of total 1976 wages 30,000
50% 15,000
The 1977 Tax Reduction and 
Simplification Act created the New Jobs 
Credit. The purpose of this credit is to 
stimulate employment by giving 
employers a tax advantage for hiring ad­
ditional employees in years beginning in 
1977 and 1978. If used appropriately 
this innovation can be a most important 
new rule, although no provision has 
been made for continuing this credit for 
years beginning in 1979 and after.
Computation of the Credit
The new jobs credit for a taxable year 
beginning in 1977 or 1978 is 50 percent 
of the increase in individual wages. Job 
tax credit (JTC) wages are the first $4,- 
200 in wages paid to an employee 
covered by unemployment insurance 
under the Federal Unemployment Tax 
Act (FUTA). This $4,200 wage base is 
applicable for both 1977 and 1978 (even 
though the FUTA wages increase to $6,- 
000 in 1978) and is based on calendar 
year wages regardless of the employer’s 
fiscal year. Employers with fiscal years 
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beginning in 1977 use calendar year 
1977 to compute the credit, for fiscal 
years beginning in 1978, calendar year 
1978 is used.
The limitations of this credit in 1977 
are computed as follows:
105 percent Limitation
50 percent of the excess of the total 
wages paid during calendar year 1977 
to employees covered by unemploy­
ment insurance over 105 percent of 
the total wages paid to employees 
covered by unemployment insurance 
during calendar year 1976.
The reason for this limitation is to in­
sure that the credit is based on actual 
increases in employment rather than 
splitting full-time jobs into part-time 
jobs. It makes it necessary to have in­
creases in total wages of at least 5 per­
cent before receiving any credit.
102 percent Limitation
50 percent of the excess of the job tax 
credit (JTC) wages paid during calen-
102% Limitation
JTC wages paid in 1977
(25 x $4,200) 105,000
JTC wages paid in 1976
(20 x $4,200) 84,000
a) 102% of 1976 JTC wages 85,680
b) 50% of 1977 JTC wages 52,500
Excess of 1977 JTC wages over the
greater of (a) or (b) 19,320
50% 9,660
The limitations are the same in 1978 
as for 1977 except that JTC wages and 
the total wages for calendar years 1977 
and 1978 are used in place of those for 
1976 and 1977.
The amount of the credit is also 
limited to the tax liability for the current 
year. The portion of the credit that is un­
used due to this limitation is not refun­
dable. An important factor is that this 
credit can be carried back three years 
and forward seven years to offset in­
come taxes. It must be carried to the 
earliest available year first.
Credits that must be taken before the
new jobs tax credit are:
Code Section 33 - Foreign Tax Credit 
Code Section 37 - Credit for the Elderly 
Code Section 38 - Investment Credit 
Code Section 40 - WIN Credit 
Code Section 41 - Credit for Political 
Contributions
Code Section 42 - General Tax Credit 
Code Section 44A - Expenses for 
Household and Dependent Care Services 
Necessary for Gainful Employment
The new jobs credit cannot be used to 
offset any of the following taxes:
Code Section 56 - Minimum Tax for 
Preferences
Code Section 72(m) (5) (B) -10% Tax on 
Premature Distributions to Owner­
employees
Code Section 408 (f) - Additional Tax on 
Income from Certain Retirement Ac­
counts
Code Section 402 (e)- Tax on Lump-sum 
Distributions
Code Section 531 - Accumulated Ear­
nings Tax
Code Section 541 - Personal Holding 
Company Tax
Code Section 1378 - Tax on Certain 
Capital Gains of Subchapter S Cor­
porations
Code Section 1351 (d) (1) - Recoveries of 
Foreign Expropriation Losses
Wage Deduction Reduced 
by Amount of Credit
No Deduction will be allowed for 
wages paid to the extent that the new 
jobs tax credit is allowable in a taxable 
year, determined without regard to the 
limitation based on the tax.
Example:
Franklin Company had new jobs tax 
credits of $30,000 allowable in 1977 
(determined without regard to the 
limitation based on the amount of in­
come tax). Taxable income was $50,- 
000 and income taxes were $24,900 
before credits. Assuming no other 
credits, the new jobs tax credit will be 
limited to $24,900, with $5,100 
available to be carried back or 
forward.
Taxable income before 
jobs credit $50,000
New jobs credits allowable 30,000
Taxable income 80,000
Income tax, before utilizing new 
jobs credit (.21 x $50,000 + 
.48 x $30,000) 24,900
New jobs credits utilized 24,900
in 1977
Tax payable —0—
Credit available for carryback or 
carryover ($30,000 - 24,900) $ 5,100
Partnerships, Subchapter S Cor­
porations and Trusts and Estates
The new jobs tax credit is passed 
through pro rata to a partner, a Sub­
chapter S corporation shareholder, or a 
beneficiary, but only to offset the in­
come taxes resulting from his share of 
income from the generating entity, not 
income from other sources.
Formula for calculating credit limit 
from each entity is as follows:
income tax, before deducting new 
jobs credit, times portion of taxable 
income attributable to interest in 
generating entity, divided by taxable 
income for year, reduced by zero 
bracket amount
Example:
A partner’s income taxes for the year 
are $10,000 before taking into ac­
count investment tax credits of $800 
derived from the partnership, a 
general tax credit of $180 and invest­
ment tax credits of $420 derived from 
another business. His taxable income 
is $36,000 and income allocable to his 
interest in the partnership is $18,000. 
The jobs credit allowed to him for the 
year cannot exceed $4,300.
($10,000/1,400) x ($18,000/$36,000)
If the partner’s share of the jobs tax 
credits from the partnership for the 
year is $4,500, the credit allowed for 
the year is $4,300. The balance of $200 
could be carried back three years or 
forward seven years to offset income 
taxes.
Controlled Group of Corporations
All employees of all corporations in 
the same controlled group of cor­
porations will be treated as if employed 
by the same employer. The credit to be 
applied against taxes should be 
allocated to each member company in 
the ratio of its increase in JTC wages to 
the total increases in JTC wages giving 
rise to the credit. For purposes of the 
jobs tax credit, the term ‘controlled 
group of corporations’ has the meaning 
given by section 1563 (a), except that the 
80 percent ownership test is replaced by 
a 50 percent test.
Common Controlled Groups
All employees of trades or businesses 
(whether or not incorporated) which are 
under common control shall be treated 
as employed by a single employer. The 
credit allowable with respect to each 
trade or business shall be its propor­
tionate contribution to the increase in 
JTC wages giving rise to such credit.
Other Special Rules
There are other special rules for the 
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affected by acquisitions or dispositions, 
for changes in business form and for 
companies with employees working 
abroad.
Planning Strategies to Best
Benefit from the Credit
New Business
DT Company will begin operation on 
July 1, 1978. They will need thirty 
employees by the end of their first 
year of operations, but they will need 
at least twenty immediately. The 
average annual salary is $10,000 per 
employee.
105% Limitation
Total wages paid in 1978
Total wages paid in 1977 
105% x 0
Excess of total 1978 wages over 
105% of total 1977 wages
50%
102% Limitation
JTC wages paid in 1978
JTC wages paid in 1977 
a) 102% of 1977 JTC wages 
b) 50% of 1978 JTC wages 
Excess of 1978 JTC wages over 
the greater of (a) or (b)
50%












Part-time vs. full-time 
employees
ABC Company has 20 employees 
each earning at least $4,200. The total 
wages paid in 1977 were $200,000, 
and the total wages for 1978 will be 
$250,000, including raises to current 
employees and an increase in the 
labor force of 2 full-time employees at 
$10,000 each or 4 part-time 
employees at $5,000 each.
If two full-time employees are hired in 
1978 for $10,000 each the jobs tax 
credit is $3,360, but hiring four part- 
time employees for $5,000 each 
results in a tax credit of $7,560 or an 
additional savings of $4,200.
Hiring part-time employees rather 
than full-time could yield a larger 
credit for the same payroll costs. This 
is true because each extra employee 
increases the amount of wages that 
are paid within the $4,200 limit. Up to 
$2,100 credit per additional employee 
can be received if at least $4,200 is 
paid.
Additional 10 Percent Credit for 
Vocational Rehabilitation Referrals
Ten percent of the JTC wages of all 
newly hired handicapped individuals, 
who have received vocational 
rehabilitation, are allowable as an ad­
ditional credit. This credit is limited to 
20 percent of the credit determined for 
new jobs credit before applying the 
$100,000 limitation.
Only the first $4,200 in wages at­
tributable to services rendered during 
the one-year period beginning with the 
vocational rehabilitation referral 
employee’s first payment of wages by 








Total wages paid in 1978 $250,000 $250,000
Total wages paid in 1977 200,000 200,000
105% x $200,000 210,000 210,000
Excess of total 1978 wages over
105% of total 1977 wages 40,000 40,000
50% 20,000 20,000
102% Limitation
JTC wages paid in 1978 92,400 100,800
JTC wages paid in 1977 84,000 84,000
a) 102% of 1977 JTC wages 85,680 85,680
b) 50% of 1978 JTC wages 46,200 50,400
Excess of 1978 JTC wages over
the greater of (a) or (b) 6,720 15,120
50% 3,360 7,560
Jobs tax credit allowable 3,360 7,560
the employer after the beginning of such 
individual’s rehabilitation plan are 
taken into account and only if such pay­
ment occurs after December 31, 1976.
“The term ‘vocational rehabilitation 
referral’ means any individual who —
(A) has a physical or mental disability 
which, for such individual, constitutes or 
results in a substantial handicap to 
employment, and
(B) has been referred to the employer 
upon completion of (or while receiving) 
rehabilitative services pursuant to - (i) an 
individualized written rehabilitation plan 
under a State plan for vocational 
rehabilitation services approved under the 
Rehabilitation Act of 1973, or (ii) a 
program of vocational rehabilitation 
carried out under chapter 31 of title 38, 
United States Code."1
This additional credit for hiring han­
dicapped should make it more palatable 
for certain employers who are required 
to hire handicapped under government 
contracts.
Examples:
1st $4,200 wage limitation
Rehab Company hired A in 
November, 1977 and B in December, 
1977 (both of whom were vocational 
rehabilitation referrals) and they were 
paid $1,200 and $600, respectively, in 
1977 and each is to receive $7,200 in 
1978. The credit against taxes would 
be $180 in 1977 and $660 and 1978, 
calculated as follows:
1977
A’s wages (up to $4,200) $1,200




A’s wages (up to $4,200 paid in 1978) 
$4,200 - $1,200 (paid in 1977)
$3,000 
B’s wages (up to $4,200 paid in 1978) 






Voca, Inc. paid $30,000 in vocational 
rehabilitation referral wages in 1977 
(none over $4,200). Voca has also 
paid sufficient new wages to be en­
titled to a new jobs credit of $11,500. 
Voca’s vocational rehabilitation 
credit would be $2,300, calculated as 
follows:
$30,000 x 10% = $3,000 
$11,500 x 20%= 2,300 
Limitation $2,300
If the new jobs credit had been $115,­
000 (before the $100,000 limitation) 
Voca could have been entitled to a 
maximum vocational rehabilitation 
wage credit of $23,000 ($115,000 x 
.20).
Jobs Credit Combined with
WIN Credit
The new jobs credit can be in addition 
to the 20 percent WIN credit and neither 
credit is reduced by the other (except 
that the WIN credit must be applied 
first). As an example, an employer could 
hire a WIN employee and pay him, $4,­
500 in wages and be entitled to the 
following credits:
$900 WIN credit ($4,500 x 20%) and 
$2,100 new jobs credit ($4,200 x 50%) 
= total credits of $3,000.
The total after-tax cost for this new 
employee would be $300, assuming a 
50 percent tax bracket for this 
employer, calculated as follows:
1. Code Section 51 (f) (4), Internal Revenue Code
Wages $4,500
Tax saving ($4,500 - $2,100)
x .50 (1,200)
WIN credit ( 900)
New jobs credit (2,100)
After-tax cost $ 300
If this new employee was also han­
dicapped and qualifying for the 
vocational rehabilitation credit, the 
after-tax cost to hire this employee
would be $90. 
Wages $4,500
Tax saving ($4,500 - $2,100)
- 420) x .50 ( 990)




After-tax cost $ 90
Thus in this instance the employer 
will have only $90 additional cost by 
hiring this employee (this, of course, 
does not take into consideration the 
various employment taxes to be paid 
on these wages).
Form 5884
The Internal Revenue Service has 
made available form 5884 which 
facilitates the computation and the 
claiming of the new jobs credit.
Example:
XYZ Corp. paid total wages of $100,- 
000 and $120,000 in 1976 and 1977, 
respectively, and JTC wages of $50,- 
000 in 1976 and $60,000 in 1977. The 
company hired one vocational 
rehabilitation referral employee dur­
ing 1977 who was paid wages of $7,- 
000. The company’s income taxes for 
1977 were $19,000 after deducting in­
vestment tax credit of $1,000 and 
before any deduction investment tax 
credit of $1,000 and before any deduc­
tion for new jobs tax credit.
Conclusion
The new jobs credit should not be 
overlooked as a tax planning technique. 
The credit can be easily calculated from 
the employer’s annual federal un­
employment tax report - there is no ad­
ditional record-keeping required. The 
credit is not recaptured if the employee 
is later discharged. An employer can 
qualify for both the WIN credit and the 
new jobs credit and neither credit is 
reduced by the other.
Timing is of the essence, there is no 
provision for continuing this credit for 
fiscal years beginning in 1979 and later. 
Since credits for fiscal years in 1978 are 
based on the JTC wages for the 1978 
calendar year, it is important to start tax 
planning now. ■
The UNIVERSITY OF NORTH 
FLORIDA invites applications for the 
position of CHAIRPERSON, 
DEPARTMENT OF ACCOUNTING. 
Candidates should have efficient ad­
ministrative skills, effective teaching 
ability, established research record, 
earned doctorate in accounting, and 
CPA or CMA preferred. The individual 
should be committed to maintaining a 
strong upper-level undergraduate and 
master programs. The applicant should 
be an effective communicator with 
professional groups and have the ability 
to raise outside support. Salary is com­
petitive and the working-living environ­
ment very pleasant. The UNIVERSITY 
OF NORTH FLORIDA is a fully- 
accredited, six-year old, upper level, ur­
ban University located in the suburbs of 
Jacksonville, Florida. Interested parties 
should send vita and references to Dr. 
Joseph J. Joseph, Jr., Chairperson, 
Search Committee, Department of Ac­
counting, University of North Florida, 
P.O. Box 17074, Jacksonville, FL 
32216. Deadline for applications is Oc­
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FASB Changes and 
Counterthrusts
By Constance T. Barcelona
“Do you think it can survive, or is it 
programmed to self-destruct like the 
Accounting Principles Board,” asked 
Chris as we rolled southward on 1-75 
toward a campus seminar about the 
Financial Accounting Standards Board. 
Concrete lanes ahead of us reflected the 
brightness of a Saturday morning 
already shimmering in the heat of a 
midwestern summer. On a small curve 
of green hillside lifting away from the 
highway wispy trails of gentians spread 
their dusty blue, anticipating autumn 
although summer was just well begun.
Nothing is permanent, we agreed, but 
urged our young friend to consider the 
differences in survival tactics and 
meanwhile to be courteous in honoring 
the memory of the earlier Accounting 
Principles Board whose contributions 
to accounting standards far exceeded 
the throw-aways. The APB was, indeed, 
programmed for dissolution if by no 
other reason than the inbreeding of in­
terests at its base. Chris knows this as do 
all good graduate students, along with 
less pedantic members of the account­
ing profession. The survival question 
was reasonable, though, in recollection 
of recent history and we began to con­
sider some of the differences, congenital 
and acquired, between the APB and the 
Financial Accounting Standards Board.
New for 1978 and conspicuous in its 
own sunshine is the policy of public 
meetings for the Financial Accounting 
Standards Board as well as the Finan­
cial Accounting Standards Advisory 
Council, the Screening Committee on 
Emerging Problems, and task forces. 
Visitors at sunshine meetings can see an 
organization that gives audience to an 
expanding range of business opinion 
while, at the same time, limiting the in- 
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fluence of any potentially dominating 
group. Internal changes in the organiza­
tion are less obvious. Eventual efficien­
cies are anticipated from separation of 
the chairmanship of the Financial Ac­
counting Standards Advisory Council 
and that of the Financial Accounting 
Standards Board, and from extension of 
the guidance by task forces beyond the 
issuance of an original Discussion 
Memorandum.
During the Board’s first five years 
members engaged in both research and 
deliberation — a process that proved 
unwieldy. This year’s changes include 
strengthening of the Research and 
Technical Activities Division to provide 
the Board with timely, pertinent data 
and clear the way for effective delibera­
tion and decision-making.
Our graduate student, Chris, and con­
temporaries, can scarcely recall a time 
when the FASB did not exist because 
their entry into college came three 
months after the 1972 midsummer ad­
vent of the Financial Accounting Foun­
dation, to represent the private sector in 
establishing accounting standards. In 
June of 1972 the Financial Accounting 
Foundation (the “Foundation”) was in­
corporated and subsequently created 
the Financial Accounting Standards 
Advisory Council (the “Council”) and 
the Financial Accounting Standards 
Board (the “Board” or “FASB”) so that 
the latter started activities on the first 
business day of 1973 while Chris and 
friends were still partying at home on 
the Christmas break from the freshman 
year at the University.
All of the Class of 1976 know from 
their reading that differences of opinion 
and inconsistencies in accounting 
standards became so disruptive that 
even the Securities and Exchange 
Commission grew restive. Simultane­
ous alarm by the American Accounting 
Association and the American Institute 
of Certified Public Accountants 
resulted in appointment by the latter of 
the Study Group on Establishment of 
Accounting Principles (the “Wheat 
Committee”), upon whose recommen­
dation the Financial Accounting 
Foundation came into existence, and in 
due course the Council and the Board. 
Funding was provided by business 
interests in the private sector. There 
were, and are, strong financial ties to the 
powerful accounting firms but one of 
1977’s significant departures from the 
earlier APB pattern was the dilution of 
subsidy by Big-8 public accounting 
firms.
Speaking for the Trustees of the 
Foundation in the 1977 annual report, 
Alva O. Way, President of the Founda­
tion, wrote:
The present structure for establishing 
standards for financial accounting and 
reporting was conceived in the midst of 
controversy, and all who have been 
associated with it have known that 
extraordinary diligence, wisdom, and 
statesmanship would be required to 
ensure its continuing success.
The FASB is half-way into its sixth 
year and it has had occasion to worry 
about that continuance of success. 
Strength resides in its well publicized 
broad, and broadening, base of judicial 
opinion and in its increased sensitivity 
to the economic climate, to government, 
to business in general, and to everyone 
included in what it regards as its con­
stituency. In 1978 it has demonstrated 
its intent to expand judicial perspective 
and to eliminate even the appearance of 
bias. The Board is trying to maintain a 
very delicate balance between respon­
siveness and submissiveness.
Marshall Armstrong, Chairman 
Emeritus of the Financial Accounting 
Standards Board, speaks of the Board 
as being young, yet mature. He thinks of 
it as resilient and dedicated to the im­
provement of accounting standards but 
without the zealotry of a crusader.
Popular opinion has it that the Board, 
like the AICPA, was stung into defen­
sive reaction by the activities of the Sub­
committee on Reports, Accounting and 
Management of the U.S. Senate Com­
mittee on Government Operations, 
chaired by the late Senator Lee Metcalf. 
It is reassuring to know that the FASB 
was already undergoing a constructive 
review by the Structure Committee of
Standards Board meets “in the sunshine.”
the Foundation, as directed by the 
Trustees. There can be little doubt that 
publication of The Accounting Es­
tablishment (the “Metcalf Report”) late 
in 1976 sharpened the intensity of the 
structural review, but the government 
report postdated the inception of that 
review.
The Review Prerogative
The Foundation appoints the 
members of the Board and Council, 
arranges fund raising, and exercises 
general oversight. In exercising that 
responsibility for oversight late in 1976 
the Foundation charged its Structure 
Committee to thoroughly analyze both 
the external effectiveness of the Board 
and the internal processes, and then sub­
mit a report and recommendations. 
Changes that have occurred since the 
beginning of this year are directly 
traceable to Structure Committee 
recommendations. Additional changes 
under consideration for early adoption 
will have their roots in the findings also.
The review by the Structure Com­
mittee followed two lines of inquiry 
carried on simultaneously:
1. Approximately 100 users of FASB 
statements, including leaders of 
business the accounting profession, 
academe, the financial community and 
government were interviewed by the 
Committee or its associates.
2. Internal operations and 
organization of the FASB were sub­
jected to review, including interviews 
with members of the Standards Board 
itself.1
Public Meetings
In April, 1977, the Structure Com­
mittee published its report under the ti­
tle: The Structure of Establishing 
Financial Accounting Standards. 
Seventeen major findings were 
presented, including Finding 4 — A 
Policy of Openness which recommend­
ed that the Board discuss in public the 
issues under deliberation. Subsequent 
decisions by the Trustees of the Founda­
tion, and the FASB went beyond the 
recommendation and opened the doors 
on meetings of support groups as well as 
the Board itself. The sunshine noted 
earlier has been pervasive. The Board 
mails, on subscription basis, a “Notice 
of Meetings” by Friday of the week 
preceding a week in which a regular 
meeting of the Board, a task force, or the 
Screening Committee on Emerging 
Problems is scheduled.
Private interests may be expected to 
press for influence now and then at 
public meetings. To contain that 
calculated risk the 1978 Rules of 
Procedure make it clear that the decorum 
of meetings will be maintained because 
the rules state that nothing in the new 
procedure shall authorize any person to 
be heard at, or otherwise participate in, 
any meeting of the Standards Board. 
Unfavorable press comment is also a 
possibility but it was the feeling of the 
Structure Committee that open 
meetings are in compliance with the 
original intent of the Wheat Commis­
sion, and that solicitation of differing 
points of view, expressed in appropriate 
channels, along with containment of the 
concomitant pressures is part of the 
Board’s job.
Role of the Advisory Council
The Financial Accounting Standards 
Advisory Council appeared to the 
Structure Committee as a great source 





ly because polite respect between Board 
and Council fostered a non-interference 
policy and partly because the Council 
was chaired by the Chairman of the 
Standards Board and he simply did not 
have enough time to guide both groups 
effectively. As a first step to prevent the 
impending atrophy of the Council, Paul 
Kolton, formerly chairman of the 
American Stock Exchange, became 
chairman of the FASAC on January 1, 
1978. Mr. Kolton has been actively serv­
ing in stock exchange positions for 
twenty-two years, has been the Ex­
change’s chief executive officer in 1971 
and, since 1972, its chairman. He will 
serve the Council, on a part-time basis, 
as its first independent chairman and 
will maintain an office at FASB head­
quarters at Stamford, Connecticut.
Good constructive thinking had been 
invested by the Wheat Committee in its 
concept that a large and well-diversified 
Council would continually refresh and 
broaden the perspective of the seven­
member Standards Board. Such might 
have been the fruitful result had not the 
two groups been inhibited by the for­
malities of written requests for com­
ments, to be followed by written replies 
and recommendations. In its review the 
Structure Committee developed some 
recommendations of its own, viz, that 
the Council should “crystallize the 
Board’s constituency and therefore be 
composed of representatives of users of 
the Boards statements and inter­
pretations: the preparers, attestors, 
educators, investors, and the public.2 
Membership in the FASAC has com­
pletely rotated since the Council was 
formed in 1973 and the membership has 
been expanded from 29 to 35 in order to 
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Michael O. Alexander
Director of Research and
Technical Activities
broaden representation.3
“The Advisory Council has been 
encouraged to take a more active ad­
visory role in the standard-setting 
process,” reads the 1977 annual report 
of the Foundation, “and membership on 
the Council has been broadened to in­
clude increased representation of small 
enterprises, small accounting firms and 
public interest groups.”
Role of the Task Force
Finding 6 of the Structure Committee 
is related Finding 3 about the due 
process of establishing accounting stan­
dards. As first conceived, a task force 
helped to develop a specific discussion 
memorandum and when the DM had 
been completed the task force was dis­
solved. The DM is a neutral prelude to 
the final statement and invites comment 
by prospective users — those groups or 
persons whom the Board regards as its 
constituency. Involvement of the public 
is solicited even after issuance of the Ex­
posure Draft that follows the neutral 
DM. The final statement that emerges 
after the DM and Exposure Draft 
should, in theory, be a distillation of the 
best of public opinion.
But theories sometimes fall short in 
practice. In the course of interviews with 
approximately 100 representative users 
of FASB output the Structure Com­
mittee discovered that the very neutrali­
ty of the discussion memoranda acted as 
a deterrent to a strong response. Even 
the most dispassionate executive will 
react promptly when something is 
threatened but can be counted on to 
postpone fervor when reading an 
equivocal discussion, especially if the 
subject is complex and the report is 
long.
The Structure Committee 
recommended that the Board publish an 
action document simultaneously with 
the Discussion Memorandum, or even 
in place of the neutral DM, that would 
give the Board’s position on the pro­
posed standard. The action document 
should then be the basis of ensuing dis­
cussion at public hearings, and, 
presumably, could be counted on to 
elicit some comments from the business 
community.
The Standards Board has been en­
couraged by the Structure Committee to 
make maximum use of the valuable 
resource embodied in a task force by ex­
tending the life-span of the task force, 
and charging it to act as an advocate of 
discussion by gathering the views of its 
own associates and speaking to outside 
groups and writing in the technical and 
business press about the issues under 
consideration. Further, the Committee 
recommended that a task force be 
retained through the entire standard set­
ting process, from the drafting of a dis­
cussion memorandum or action docu­
ment all the way to final issuance of the 
related statement.
Role of the Research Director
The Foundation has endorsed the 
Structure Committee recommendations 
in Finding 10 by elevation of the posi­
tion of Research Director to one of great 
responsibility. In the first five years of 
the Standards Board’s history a certain 
amount of experimentation was natural 
and experience has shown it impractical 
to expect members of the Board to have 
time for both research and deliberation. 
The role of research in setting account­
ing standards has supplied accounting 
literature with a continuous controver­
sy, depending on the discipline and 
frame of reference of the author. Most 
writers do agree that standard setting is 
as much a political performance as a 
technical exercise.4 Nevertheless, 
research should be one of the most im­
portant internal activities of the FASB if 
a piecemeal approach is to be avoided 
and valid decisions are to evolve.
Time’s drag and the weight of 
technical vernacular vitiated much of 
the good work of the Accounting Prin­
ciples Board. Time remains as inex­
orable as ever because sound decisions 
are seldom made in a hurry — yet the 
need for a decision usually cannot be 
postponed. With time in mind the role of 
the director and staff of Research and 
Technical Activities has been expanded 
to anticipate problems and gather data 
for the Board so that it can make its
decisions with all the facts collected.
In mid-February Michael O. Alex­
ander began service with Board as 
Director of Research and Technical Ac­
tivities on a permanent basis. Mr. Alex­
ander has been a partner with Touche 
Ross & Co., chartered accountants, and 
P.S. Ross & Partners, management con­
sultants, in Toronto, Canada. He 
succeeds George F. Staubus who is con­
tinuing a leave of absence from faculty 
duties at the University of California, 
Berkeley, to serve the Board as an 
Academic Fellow studying accounting 
measurement as related to the Board’s 
conceptual framework project.
Mr. Alexander has served Touche 
Ross as director of their Innovative 
Research Group, and as coordinator of 
scientific methods and auditing. He has 
also served the Canadian Institute of 
Chartered Accountants as chairman of 
“Task Force 2000” which studied the 
role of accountants in Canada and for­
mulated plans for organization of the 
profession, its research, education and 
professional services.
The Structure Committee pointed out 
that a good research director would at­
tract highly qualified research per­
sonnel. In 1977 the Board began 
recruiting to double the size of its 
Research and Technical staff and an 
effective group functioning under Mr. 
Alexander’s leadership is envisioned for 
the future.
Freedom From Bias
The complaint by the Metcalf 
Committee that the accounting 
profession has been dominated by the 
Big-8 accounting firms has not been 
ignored by either the American Institute 
of Certified Public Accountants or the 
FASB organization.
“There is no need for the AICPA to be 
involved in the election of FAF Trustees 
nominated by other sponsoring 
organizations,” read Finding 11 of the 
Structure Committee. It further 
recommended that the six sponsoring 
organizations each appoint one member 
to the Foundation, and that those six 
appointees act as electors to elect the 
eleven trustees from nominations sub­
mitted by the sponsors. The Structure 
Committee suggested that the signifi­
cant interest shown by many bankers in 
the activities of the FASB might make it 
wise to invite the banking profession 
into the sponsor group. Sponsors 
presently consist of the AICPA, Finan­
cial Executives Institute, National 
Association of Accountants, Financial 
Analysts Federation, Securities In­
dustry Association, and the American 
Accounting Association.
The Board of Directors of the AICPA 
has since been replaced as the sole elec­
tor of the Foundation trustees by an 
electoral committee representing the en­
tire spectrum of sponsors. To enhance 
the reform to impartiality it is no longer 
necessary that at least four of the seven 
members of the Board be certified 
public accountants principally 
employed in public practice, and the 
voting requirement for adoption of 
pronouncements by the Board was 
changed from five affirmative votes 
among the seven Board members to a 
simple majority.
Structural and voting changes are im­
portant but cannot entirely nullify the 
influence of sponsoring funds. Money 
talks, within the Foundation and the 
Standards Board as elsewhere. The 
FASB is supported by various business 
interests but it was the weight of Big-8 
funding that the Metcalf Committee 
had in mind with the criticism that the 
large public accounting firms had been 
overly influential in setting accounting 
standards.
On March 15, 1977, the Foundation 
Trustees agreed that effective in 1978 no 
one person, organization, or firm would 
contribute more than $50,000, or more 
than one percent of the Board’s total an­
nual expenditures. It was a “significant 
first step,” the Structure Committee 
agreed. It was also a constraint on fun­
ding, and presents a new problem to find 
financial backing for continued and ex­
panding activities.
The Trustees are well aware of their 
responsibility to replace the income that 
will be lost in the new funding restric­
tions and have worked hard during the 
year and a quarter since the change. 
There have been successes. Industry has 
recognized the implications of govern­
ment interference in the standard setting 
process and industry money has added 
to the financial base for the FASB. In 
1977 the number of firms supporting the 
FASB, including industry newcomers, 
increased twenty percent and the 
number of industry dollars increased 
thirteen percent.
Flow of thought proceeds on a two- 
way street even under Congressional 
criticism. By November, 1977, the 
Senate Subcommittee on Reports, 
Accounting and Management had 
softened its invective. Small wonder 
that the President of Trustees, speaking 
in the 1977 annual report of the Founda­
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Subcommittee report: “The Financial 
Accounting Foundation....has 
demonstrated a willingness to respond to 
criticism with constructive changes in­
tended to correct deficiencies in the 
standard-setting process.” 
New Faces
When the Structure Committee was 
charged by the Trustees of the Founda­
tion to make a comprehensive analysis 
of strengths and weaknesses of the Stan­
dards Board to date, the timing 
couldn’t have been better in view of the 
encroaching governmental actions. 
However, it should be remembered that 
the work of the Structure Committee 
served a very basic purpose as a sum­
mary overview for new FAF Trustees, 
for the new Chairman of the FASB and 
as an orientation course for three 
replacement members who started work 
with the Board in 1978.
Marshall S. Armstrong, Chairman 
Emeritus, was the Board’s first chair­
man and, in fact, its first member to be 
appointed. As official business began on 
January 2, 1973 and even in the nascent 
period that preceded, Mr. Armstrong 
made invaluable contribution of in­
sights gained from years in public prac­
tice and from his chairmanship of the 
AICPA. He planned staffing re­
quirements, recruited personnel, and 
developed internal structure. It was all 
pioneer work. Later he led and guided 
the interacting parts of the whole FASB 
organization and today, although he has 
relinquished official chairmanship, he is 
still a productive member of the Board 
in his capacity as consultant and 
spokesman.
Last September the Financial 
Accounting Foundation announced the 
appointment of Donald J. Kirk to 
succeed Marshall S. Armstrong as 
Chairman of the FASB effective 
January 1, 1978. Mr. Kirk was one of 
the original members of the Board and 
was reappointed for a full five-year term 
effective January 1, 1977. Before his af­
filiation with the FASB he was a partner 
in the public accounting firm of Price 
Waterhouse & Co., having served with 
that firm since his graduation from Yale 
University. He also holds the M.B.A. 
degree from New York University.
Mr. Kirk has served on the Com­
mittee on Accounting in the Entertain­
ment Industries of the AICPA, and as a 
member of the Auditing Standards and 
Procedures Committee of the New York 
State Society of Certified Public 
Accountants.
Arthur L. Litke and Robert E. Mays 
had announced their intention to leave 
the Board at the end of 1977 and that, 
along with the resignation of Marshall 
S. Armstrong, created three vacancies 
on the seven-member Board.
David Mosso, formerly Fiscal Assis­
tant Secretary of the Department of the 
Treasury, was appointed to the Stan­
dards Board effective January 1, 1978. 
Mr. Mosso had been with the Treasury 
Department since 1955 when he entered 
as a staff assistant in the Bureau of Ac­
counts. He has had responsibility for 
accounting for overall federal financial 
operations and preparing financial 
reports for the President, the Congress, 
and the public. Before his Treasury 
Department career he was an instructor 
in accounting and economics at 
Washburn University. His bachelor’s 
degree in business administration is 
from Washburn University and he holds 
a Master’s degree in economics from the 
University of Minnesota. He holds 
awards for merit and outstanding serv­
ice from accounting organizations and 
has received the Treasury Department’s 
highest honor, the Alexander Hamilton 
Award.
On January 10, 1978, John W. 
March, previously a senior partner of 
Arthur Andersen & Co., was appointed 
to the Board. His early experience with 
Arthur Andersen & Co. was as manag­
ing partner of the firm’s Boston office; 
from 1965 until 1975 he was managing 
partner and vice chairman-accounting 
and auditing practice (worldwide). 
Since then, and until his appointment to 
the FASB, he has been a senior partner 
and member of the firm’s executive 
committee on accounting and auditing 
standards. As with all full-time 
members of the Board, Mr. March was 
required to sever all financial ties with, 
or obligations to, firms served prior to 
joining the Board, and to restrict those 
personal investments that might imply 
or create any appearance of lack of ob­
jectivity in deliberations.
Robert A. Morgan came to the FASB 
on February 1, 1978, from his position 
as Controller of the Caterpillar Tractor 
Co. After receiving his B.S. degree in 
accounting from the University of Il­
linois he became a field auditor for the 
U.S. War Department, and subsequent­
ly joined the Caterpillar Military Engine 
Co. as assistant auditor. He transferred 
to the Caterpillar Tractor Co. in Peoria 
as an internal auditor and progressed 
through accounting positions in Peoria 
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and Joliet until his appointment as 
Controller in 1956.
Mr. Morgan was a member of the 
Financial Accounting Standards Ad­
visory Council from its 1973 inception, 
until 1976. He has served in offices of the 
National Association of Accountants 
and the Financial Executives Institute, 
and as a member of the Governor’s 
Special Task Force on Budgeting for the 
State of Illinois. He has been a member 
of the Professional Advisory Board for 
the Department of Accountancy at the 
University of Illinois.
The three new members represent 
government, transnational public 
accounting, and industry. During the 
days of the Accounting Principles 
Board it was a popular professional 
pastime to criticize the board members 
as being too academic and not suf­
ficiently pragmatic to answer the needs 
of the business world. Backgrounds of 
the three newest members of the FASB 
illustrate the effort to bring practicality 
as well as seasoned judgment into Board 
deliberations.
Continuing Members
Capsule backgrounds of the three 
remaining members follow to complete 
the profile of the Board.
Robert T. Sprouse, whose term ex­
pires in 1980, is Vice-Chairman of the 
Board. He has had an illustrious career 
as an academician and is well known for 
his publication, with Maurice Moonitz, 
of the seminal Accounting Research 
Study No. 3, “A Tentative Set of Broad 
Accounting Principles of Business 
Enterprises,” under the aegis of AICPA.
Oscar S. Gellein (1980) started his 
career as a teacher but has spent the ma­
jor part of his professional life with 
Haskins & Sells, most recently as a 
partner. He was a member of the 
Accounting Objectives Study Group.
Ralph E. Walters (1978) effected an 
early retirement from Touche Ross & 
Co. after serving as director of audit 
operations for the San Francisco and 
Honolulu offices and as director of 
professional standards for Touche Ross 
International. Mr. Walters is serving the 
unexpired term of Walter Schuetze and 
will be eligible for appointment to a full 
five-year term beginning October 1.
A Look To The Future
Seven Board members with roots in 
public accounting, government, in­
dustry and the academy must arbitrate 
all the disparate views brought to them 
by the Trustees, the Staff, the Council, 
and the entire constituency of users. If 
only accounting standards could 
manifest themselves with the ineluctable 
force of scientific facts, to be 
demonstrated as easily as a falling apple 
proves the law of gravity!
The Board is keenly aware that a 
successful standard, to quote from Fin­
ding 2 of the Structure Committee 
review “cannot be imposed by the stan­
dard setter; it must be assimilated by the 
constituency.”
And it is the constituency that the 
Standards Board has set itself to woo 
and win by meeting in the sunshine of 
public view, by considering the wide 
variety of opinions emanating from its 
Advisory Council, by charging the task 
force for each statement-in-progress to 
act as its ambassador, and by expanding 
the Research and Technical Activities 
Division to carefully explore areas of 
potential sensitivity and complication. 
Summer 1978 has brought initiation of 
a review process after standards have 
been in practice a reasonable length of 
time or when new information impinges 
on the original effect of the statement. 
Presumably any review process, like the 
changes already in effect, would res­
pond to the level of concern expressed 
by the constituency.
In all, the Standards Board is trying 
to outgrow rather than stolidly endure 
the controversy that attended its con­
ception, and remained through its first 
five years. If growth is truly successful 
then it could emerge from its current 
equivocal position as a buffer between 
the accounting profession and the 
public sector that has the express power 
to regulate if Congress should so direct. 
The FASB could outlast the controver­




Financial Accounting Standards Board
1Alva O. Way, President, for the Trustees of the 
Financial Accounting Foundation, Annual 
Report (Stamford, Conn.: Financial Accounting 
Foundation; Financial Accounting Standards 
Board, 1977) p. 2
2Report of the Structure Committee, The 
Financial Accounting Foundation the Structure 
of Establishing Financial Accounting Standards 
(Stamford, Conn.: Financial Accounting Founda­
tion, April, 1977) Finding 5, p. 24
Effective January 1, 1978, Mary A. Finan, 
CPA, a member of both of sponsoring societies of 
The Woman CPA, was appointed to a one-year 
term on the Financial Accounting Standards Ad­
visory Council. Ms. Finan is a partner of Arthur 
Young & Company.
4Charles T. Horngren, “Will the FASB be here 
in the 1980s?”, Journal of Accountancy, 
November, 1976, pp. 92-93
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This column recaps some of the 
events and pressures that have influenced 
our profession over the past year or 
two. In addition, summaries of FASB 
Statements Nos. 15 through 20 are 
presented, along with brief reviews of 
some other FASB projects that are still 
underway.
In order to appreciate the changes in 
the AICPA and the FASB, it is impor­
tant to understand that the process 
employed in reaching authoritative 
decisions, as well as the decisions 
themselves, has undergone critical 
scrutiny. This scrutiny has been from 
within the profession and from public 
and governmental bodies.
Two committees of Congress focused 
their attention primarily on the process 
employed in reaching authoritative 
decisions. Their reports questioned 
whether accounting firms are truly in­
dependent of their audit clients and 
whether the public accounting industry, 
the establishment of accounting prin­
ciples and the American Institute of 
CPAs are dominated by a few large 
firms to the competitive disadvantage of 
smaller firms. These Congressional 
committees expressed reservations 
about the ability and willingness of 
CPAs to force their peers to adhere to 
standards established by the profession. 
The committees have temporarily 
delayed any move toward setting up a 
new regulatory mechanism while the 
profession attempts to satisfy the 
criticisms that were brought forth.
Several measures were taken to 
counter the pressures placed on the ac­
counting profession. The council of the 
AICPA established a separate division 
within the American Institute for CPA 
firms. Meetings of standard-setting 
committees and other committees 
whose activities have a significant public 
interest were opened to the public.
Changes in the AICPA’s bylaws and 
Code of Professional Ethics were 
adopted to increase the participation of 
the public and those CPA’s who are not 
in public practice in the operations of 
the AICPA. These changes provide 
general standards covering all areas of 
public practice and modify ethical rules 
on solicitation and advertising, incom­
patible occupations and offers of 
employment to employees of other 
firms.
It is still not altogether clear that these 
efforts at self-regulation will satisfy 
Congress sufficiently to accomplish 
their primary purpose of preventing the 
establishment of a regulatory body out- 
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side of the accounting profession.
FASB No. 19 CHALLENGED
A challenge to both the process used 
in establishing GAAP and the results of 
that process has arisen as a consequence 
of attempts by the FASB to specify ac­
counting for oil and gas producers. Un­
til the 1960’s, most oil and gas producing 
companies used the successful efforts 
method of accounting for their activities 
involving the acquisition, exploration, 
development and production of oil and 
gas interests. Under this method, 
mineral interests are capitalized as 
assets when acquired. Exploration 
costs, except the cost of drilling ex­
ploratory wells, are expensed as in­
curred. The cost of drilling exploratory 
wells is capitalized until it is known 
whether commercial oil or gas reserves 
are discovered; if the well is un­
successful, its drilling cost is expensed. 
Costs of drilling successful exploratory 
wells and of drilling development wells 
are capitalized and amortized.
Within the past twenty years, some 
companies have adopted the full costing 
method of accounting for their activities 
relating to oil and gas production. This 
method capitalizes all costs incurred in 
searching for oil and gas reserves within 
a large cost center, such as a country, 
with the limit that the total capitalized 
costs are not permitted to exceed the es­
timated value of the reserves within the 
cost center.
The primary difference between the 
two methods is in the treatment of costs 
that are not directly related to the dis­
covery of specific oil and gas reserves. 
Under the full costing method, these 
items are capitalized with the result that 
earnings might not reflect clearly the 
risks and failures of the firm on a year to 
year basis.
Because of the controversy surround­
ing accounting for oil and gas produc­
ing companies, the FASB approached 
the issue carefully. Before issuing its 
Statement No. 19, the FASB staff sur­
veyed bank loan officers, trust depart­
ment officers and securities un­
derwriters who have dealt directly with 
oil and gas producing companies in an 
effort to determine whether the method 
of accounting used by a particular com­
pany would affect its ability to raise 
capital or to borrow funds. The majority 
of those surveyed felt it would not. The 
FASB held a public hearing on the dis­
cussion draft and attracted more than 
300 persons. Thirty-nine presentations 
were heard and 140 position papers were 
submitted. Studies were conducted to 
determine whether stock prices of oil 
and gas producers had been affected by 
the exposure draft prohibiting use of the 
full costing method and the findings 
were that no statistically significant im­
pact could be measured. Finally, after 
having rejected appeals for a second 
public hearing, Statement No. 19 re­
quiring use of successful efforts ac­
counting was issued and made effective 
for years beginning after December 15, 
1978.
During the time period in which the 
FASB was considering proper financial 
accounting treatment, Congress was 
attempting to deal with the energy 
problem and felt that one factor causing 
difficulty in formulating a national 
energy policy was the lack of reliable 
data. To aid in its deliberations, Con­
gress enacted the Energy Policy and 
Conservation Act in which the 
Securities and Exchange Commission 
(SEC) was required to develop a reliable 
national energy data base to be com­
piled by the Department of Energy 
(DOE). In addition, the Act required the 
SEC to assure the development of ac­
counting practices to be followed by all 
entities engaged in the production of 
crude oil and natural gas within the U.S. 
The SEC, however, withheld action 
pending the completion of the FASB’s 
pronouncement.
Upon its release, FASB No. Revok­
ed angry response from those favoring 
retention of accounting alternatives. 
The intense pressure exerted on Con­
gress resulted in the introduction of an 
amendment to the energy act whose 
effect would have been to permit the 
continuation of accounting alternatives. 
The Department of Justice joined in the 
furor by suggesting that required use of 
the successful efforts method would 
possibly impair competition. The DOE 
held hearings in February of 1978 on the 
issue. SEC hearings in early spring 
focused on reporting requirements for 
the national energy information system 
and for SEC filings. Representatives of 
the FASB appeared at both sets of 
hearings and urged that the reporting 
for financial statement purposes be as 
adopted in FASB No. 19.
It is too soon to predict the outcome 
of the issue at the hands of the SEC. It is 
clear that this will be a strong test of the 
authority of the FASB to establish ac­
counting principles and to narrow ac­
counting alternatives. The situation is 
shaping up as a particularly tough test 
of the SEC’s resolve to avoid taking over 
the accounting standard-setting func­
tion.
Work Progresses
Not all of the challenges to our profes­
sion have been from outsiders. As the 
economic substance of accounting 
events has become more complicated, 
accounting pronouncements have 
become more sophisticated and prac­
ticing accountants have increasingly 
questioned the relevance of some dis­
closure requirements for certain types of 
businesses.
In response to this concern, the AIC­
PA Accounting Standards Division 
studied the question and recommended 
that the FASB develop criteria for dis­
closures that should be required by 
GAAP. The FASB recently added a ma­
jor project to its agenda to develop 
guidelines for distinguishing between in­
formation that should be disclosed in 
financial statements and information 
that should be disclosed in some other 
form of financial reporting. In addition, 
criteria are to be developed to dis­
tinguish between information that 
should be disclosed by all enterprises 
and that which should be required only 
of certain types of enterprises.
In April 1978 the Standards Board 
issued Statement No. 21, Suspension of 
the Reporting of Earnings per Share 
and Segment Information by Nonpublic 
Enterprises. The Statement is an 
amendment of APB Opinion No. 15 
(EPS) and FASB Statement No. 14 
(segment information). For purposes of 
this statement, a nonpublic enterprise is 
one other than one whose debt or equity 
securities trade in a public market on 
either a foreign or domestic stock ex­
change or in the over-the-counter 
market, or, other than an enterprise that 
is required to file financial statements 
with the SEC. The Statement is effective 
April 30, 1978 retrospective to fiscal 
years beginning after December 15, 
1976.
The FASB has continued work on its 
conceptual framework project and has 
issued an exposure draft entitled “Ob­
jectives of Financial Reporting and 
Elements of Financial Statements of 
Business Enterprises.” This is the first in 
a new series of Statements of Financial 
Accounting Concepts, the purpose 
which is to set forth fundamentals on 
which financial and reporting standards 
will be based. Other phases of the con­
ceptual framework project deal with 
qualitative characteristics of financial 
information, measurement of financial 
statement elements and the earnings 
report.
Official Prouncements
• FASB No. 15: In 1972 the APB 
issued Opinion No. 26 to establish ac­
counting by a debtor when debt was ex­
tinguished prior to its scheduled maturi­
ty. Situations such as uncertainties 
regarding the ability of state and local 
governments to meet their debt 
obligations and financial difficulties en­
countered by real estate investment 
trusts have arisen that are not covered 
by APB No. 26. This FASB excludes 
troubled debt restructurings from APB 
No. 26 but otherwise leaves that APB in 
force.
The identifying characteristic of debt 
restructurings now governed by FASB 
No. 15 is that the creditor, for economic 
or legal reasons related to the financial 
difficulties of the debtor, grants the deb­
tor a concession that otherwise would 
not be granted. The concession is 
granted with the objective of maximiz­
ing the creditor’s recovery in a difficult 
situation.
The accounting treatment depends 
upon the manner in which the restruc­
turing is accomplished. When a restruc­
turing occurs through a transfer of 
assets or an equity interest in the debtor, 
the debtor recognizes a gain equal to the 
amount of the debt over the fair market 
value (FMV) of the items transferred on 
the date of the consummation of the 
restructuring. Any difference between 
the carrying value of the assets 
transferred and their FMV is recorded 
as a gain or loss on disposition of assets 
per APB No. 30. The creditor records 
the assets or equity interest received at 
FMV and reports as a loss the un­
recovered carrying value of the 
receivable.
The second type of restructuring in­
volves a change in the terms of the debt. 
These changes would include reducing 
the stated interest rate, extending the 
maturity date at a stated interest rate 
lower than the current market rate, 
reducing the face or maturity amount of 
the debt or reducing the amount of ac­
crued interest. When the terms of the
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debt are modified, the effects of the 
restructuring are accounted for prospec­
tively from the time of the restructuring. 
The excess of the cash to be paid (receiv­
ed by the creditor) over the carrying 
value of the debt is the interest to be 
amortized over the term of the debt, us­
ing the interest method of APB No. 21. 
If the cash to be paid (received) is less 
than the carrying value of the debt, the 
payable (receivable) should be written 
down to the total of the cash to be paid 
(received).
The debtor is required to disclose a 
description of the major changes in the 
debt, the aggregate gain on restruc­
turing and the related tax effect, the 
aggregate net gain or loss on asset 
transfers relating to restructurings and 
the earnings per share amount of the 
aggregate gain on restructuring net of 
related income tax effects.
For each category of restructured 
debt that yields an interest rate lower 
than market, the creditor is required to 
disclose the aggregate gross investment, 
the gross interest income per the original 
debt terms and the interest income 
recognized during the accounting 
period.
FASB No. 15 is to be applied to 
troubled debt restructurings consum­
mated after December 31, 1977. 
Application to debt restructurings oc­
curring earlier is encouraged; however, 
previously issued financial statements 
may not be restated. Creditor disclosure 
requirements are effective for fiscal 
years ending after December 15, 1977.
• FASB No. 16: This statement 
relating to prior period adjustments is 
effective for annual financial statements 
for fiscal years beginning after October 
15, 1977. It requires that all items of 
profit and loss recognized during the 
period be included in net income for that 
period except for two types of items that 
will continue to be considered prior 
period adjustments. The exceptions are 
for the correction of an error in prior 
period financial statements and for ad­
justments resulting from realization of 
income tax benefits of pre-acquisition 
operating loss carry-forwards of 
purchased subsidiaries.
This statement does not significantly 
change accounting for adjustments 
related to prior interim periods of the 
current fiscal year in expectation that a 
comprehensive pronouncement on in­
terim financial reporting will be 
forthcoming.
• FA SB No. 17: The definition of the 
term, initial direct costs, as employed in 
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FASB 13 on leases is modified by this 
statement. Initial direct costs are now to 
be considered as those costs incurred by 
the lessor that are directly associated 
with negotiating and consummating 
completed leasing transactions. These 
costs include those that vary either with 
specific leasing transactions or with the 
general level of leasing acquired. Initial 
direct costs may not include a portion of 
salaries applicable to time spent in 
negotiating leases that are not consum­
mated. The statement is effective for 
leasing transactions and lease agree­
ment revisions entered into on or after 
January 1, 1978.
• FASB No. 18: This statement 
eliminated the requirement to report in 
interim financial statements informa­
tion about the enterprise’s operations in 
different industries, its foreign 
operations and export sales, and its ma­
jor customers pending completion of the 
FASB’s project on interim financial 
reporting. FASB No. 18 is effective 
retroactively to the effective date of 
FASB No. 14 (December 15, 1976).
• FASB No. 20: This pronouncement, 
designed to clarify the FASB position 
on two matters relating to forward ex­
change contracts, is effective prospec­
tively beginning January 1, 1978.
Some users interpreted FASB No. 8 
on foreign currency matters as denying 
deferral of gain or loss on forward ex­
change contracts that were entered into 
after the date of an existing foreign 
currency commitment. According to the 
FASB, this interpretation had not been 
intended. Therefore, FASB No. 20 
provides a transition period during 
which an enterprise may enter into a 
forward contract to hedge a commit­
ment that was entered into before the 
effective date of FASB No. 8.
In addition, FASB No. 20 specifies 
that the amount of a forward contract 
on which gain or loss is deferred may in­
clude an amount in excess of the foreign 
currency commitment sufficient to 
provide a hedge on an after-tax basis. ■
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It is the intended purpose of this arti­
cle to familiarize a prospective or ex­
isting entrepreneur with the accepted 
approach to business planning and to 
develop an understanding of the com­
mercial lender’s point of view. A small 
business generally experiences all the 
difficulties and problems of a large 
business without the human and finan­
cial resources of larger corporate en­
tities. The small closely held corpora­
tion of ten or fewer stockholders cer­
tainly cannot claim the benefits realized 
by her big corporate sisters in raising 
capital and attracting qualified 
managerial talent. Therefore, whether 
or not the corporate form is selected for 
a new venture, the entrepreneur is still 
confronted with the same tasks confron­
ting established and successful 
businesses in a competitive and 
sophisticated environment.
If the problems are similar it is 
reasonable to assume that their 




It is unlikely that many business ven­
tures, existing or contemplated, would 
not need to raise capital at some point or 
another. It is less likely that the search 
for capital would exclude the local bank 
or savings and loan.
Fishing in the right stream is just as 
important as using the right bait. The 
prospective borrower needs to know 
where to look for money as well as what 
is required to attract it. Banks or 
bankers may specialize in certain types 
of lending as dictated by circumstance, 
interest, or bank policy. Therefore, the 
ideal place to look would be at a bank 
financially capable of meeting specific 
business needs with sympathetic loan 
officers knowledgeable in certain 
business areas. For example, a 
mortgage banker may not necessarily 
feel comfortable in “Women’s Ready- 
to-wear.” The point is, shop around! 
When the right source is found, be 
prepared.
Few bankers will be willing to spend 
an entire day trying to figure out the 
prospective borrower’s objectives and 
capabilities. By knowing what a banker 
is looking for the applicant can be better 
prepared to respond to questions, 
suggestions, and potential objections. 
Consider the four C’s of credit and how 
a banker might look at a would-be 
borrower.
Character — This part of the credit 
function is part objective and part sub­
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manner in which you are perceived by 
the loan officer. Do you make a good 
first impression? Do you appear to be 
sincere, honest, ambitious, and 
hardworking? The objective part can be 
measured by past performance and 
credit history. Have you met your credit 
obligations? One must remember that 
individual traits are important con­
siderations in the credit process.
Capability — A potential lender wants 
to feel confident that a prospective 
borrower has the ability to manage a 
business generally as well as the 
knowledge required for a specific enter­
prise. What do you know about 
business? What do you know about 
your business?
Collateral— The nature and amount of 
collateral required will vary greatly
Editor:
Patricia C. Elliot, CPA, Ph.D.
University of New Mexico
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from situation to situation. Generally 
speaking, desirable collateral is that 
which retains its value and would be 
easy to liquidate should the lender find it 
necessary. Collateral that meets the 
above criteria and that can also be used 
in the business should be considered as 
ideal by both the lender and borrower. If 
the collateral, such as real estate, 
machinery, or inventory, can be used in 
the business, it can lower the amount of 
money that would otherwise need to be 
borrowed. Remember, the greater the 
amount that needs to be borrowed, the 
harder it is to borrow. The more that is 
borrowed, the greater the debt burden 
on the business. Your best assets are 
generally those that can do the most for 
you when you need them. An asset 
unrelated to your business may be 
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excellent collateral but may contribute 
little to your business venture.
Capacity — How have you 
demonstrated the capacity of the 
business to repay the loan from profits? 
This is probably the ultimate test of any 
credit decision.
By now, you may have gained some 
insight into how a banker thinks and 
what he or she is looking for. We have 
proposed many of the lender’s questions 
and provided some answer. However, 
the important questions that you will 
ask are:
1) Is this a good venture for me?
2) How do I attract either invested or 
borrowed capital?
In both cases the best possible 
answers will come from the prepared 
business plan.
The Plan Procedure
Planning has been defined as advance 
decision making. The decisions made 
prior to actually going into business will 
greatly influence the future success of 
the venture. However, it is a generally 
accepted fact that the preparation of a 
business plan is no easy chore. 
Therefore, it is desirable to break down 
a seemingly complex problem into 
smaller, more manageable problems. To 
accomplish this the business plan can be 
divided into three separate but related 
parts comprised of the marketing, 
organizational, and financial functions.
Marketing
The Committee on Marketing of the 
American Marketing Association has 
defined marketing as “the performance 
of business activities that direct the flow 
of goods and services from producer to 
consumer or user.” This broad, all in­
compassing definition cannot be ex­
plored in great detail in a single article. 
What we can do, however, is to outline 
some of the key considerations in the 
marketing analysis process which we 
will call the five P’s.
1) Product — What product or 
products, service or services are 
being contemplated?
2) People — Who is the ultimate 
consumer and what is known 
about the potential user’s needs, 
habits, and willingness to pay for 
our product?
3) Price — Can the product be 
marketed at a price that the 
customer can and will pay and 
that will insure us a reasonable 
profit?
4) Placement — What channels of 
distribution will be used to get the 
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product/service to the consumer? 
How can the purchasing process 
be facilitated for customers? In 
other words, how can the product 
be made easy to buy? How impor­
tant is the selection of location to 
attract customers and to insure 
proximity to suppliers?
5) Promotion — Promotion is really 
selling a product or service and 
presenting it in a manner to in­
duce buying. Typical 
promotional tools are adver­
tising, sales, free samples, gala 
events like grand openings, 
window displays and demon­
strations. An important pro­
motional tool that should not 
be overlooked is the civic activity 
that entrepreneurs might engage 
in such as joining a business club 
or local chamber of commerce. 
All promotional efforts should be 
designed to create a particular im­
age for the business.
Not enough emphasis can be placed 
on the need to really research and un­
derstand the market place. Once the 
marketing concept is thoroughly 
developed, the subsequent 
organizational and financial planning is 
facilitated.
Organization
As stated earlier, the typical small 
business doesn’t have the financial or 
human resources of a larger company. 
Therefore, the functions of management 
often rest with three or fewer persons. 
The small business person is indeed re­
quired to wear many hats but none can 
be expected to be a lawyer, certified 
public accountant, marketing specialist, 
and production engineer simultaneous­
ly. The secret is to seek out and max­
imize the services of professionals. 
Professionals have an interest in a 
client’s success and should become im­
portant members of the management 
team. The professionals can assist in the 
planning and design of a business as well 
as assist in its on-going management.
A probable approach to designing the 
organizational structure is to take the 
functional needs approach. What func­
tions must be performed in the business 
and what type of skills are required to 
perform them? The functional tasks and 
requirements should be thought out 
carefully and committed to writing. 
With a clearly defined functional (job 
description) needs list, the next step is to 
analyze your own skills. What duties are 
you best qualified to perform and what 
duties should be delegated to others? 
Unlike a large organization, duties and 
functions in a typical small business are 
not specialized. In other words, one per­
son will probably have several areas of 
responsibilities. In hiring employees it is 
very important that both the employer 
and employee have a clear understan­
ding of what is expected of each other.
Paper management and internal con­
trol mechanisms are important 
managerial tools of any organization. 
The telephone company can help 
analyze telephone needs. Paper 
products companies and office 
machinery companies such as NCR and 
IBM can assist in developing office 
systems and procedures as part of their 
marketing effort. Trade associations 
provide useful business tips through 
publications, workshops and conven­
tions. Literature is available from the 
Small Business Administration. Your 
attorney can help you to determine what 
legal structure is best suited to your 
business. Should the business be a sole 
proprietorship, partnership, or cor­
poration? The legal, tax and business 
considerations involved should be 
throughly investigated.
Financial
The critical element of any business 
plan or proposal rests in the analysis and 
understanding of the financial data to be 
gathered. Failure to have a working 
knowledge of the “language of business” 
generally precludes any real opportuni­
ty to succeed in business. Although the 
learning process should never cease, 
failure in business can prove to be an ex­
pensive education.
Emotional considerations for going 
into business must not be overlooked. 
The need to manage, organize, and be 
“one’s-own-boss” are necessary human 
qualities. However, the economic 
realities of any venture will influence the 
psychic rewards to be realized.
SUMMARY
In conclusion, it is impossible to over 
stress the necessity to thoroughly 
research a business opportunity and to 
prepare a comprehensive plan. Take 
your time and be certain that you are 
convinced of the viability of your 
business. Prepare yourself by learning 
as much as you can about business 
BEFORE YOU GO INTO 
BUSINESS.■
